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EXPLORING CHAPTER 11 REFORM: 
CORPORATE AND FINANCIAL INSTITUTION 
INSOLVENCIES; TREATMENT OF DERIVATIVES 


WEDNESDAY, MARCH 26, 2014 

House of Representatives, 

Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 

Committee on the Judiciary, 
Washington, DC. 


The Subcommittee met, pursuant to call, at 4 p.m., in room 2141, 
Rayburn Office Building, the Honorable Spencer Bachus (Chairman 
of the Subcommittee) presiding. 

Present: Representatives Bachus, Marino, Holding, Collins, John- 
son, and Jeffries. 

Staff present: (Majority) Daniel Flores, Subcommittee Chief 
Counsel; Anthony Grossi, Counsel; Jaclyn Louis, Legislative Direc- 
tor for Rep. Marino; Jon Nabavi, Legislative Director for Rep. Hold- 
ing; Jennifer Lackey, Legislative Director for Rep. Collins; Ashley 
Lewis, Clerk; (Minority) Susan Jensen, Counsel; Norberto Salinas, 
Counsel; and Slade Bond, Counsel; and Rosalind Jackson, Profes- 
sional Staff Member. 

Mr. Bachus. The Subcommittee on Regulatory Reform, Commer- 
cial and Antitrust Law hearing will come to order. Without objec- 
tion, the Chair is authorized to declare recesses of the Committee 
at any time. 

I want to welcome our witnesses. This is a little unusual to have 
a 4 hearing, but we have had other scheduling difficulties, so we 
apologize. And there may be a vote on the floor starting fairly soon, 
so I am going to read my opening statement as quick as I can and 
then recognize the Ranking Member, and then we will go to the in- 
troduction of our panelists. 

And as Chairman of the Financial Services Committee, obviously 
I had a lot of exposure to these same issues back in 2008, 2009. 
And it is a very important issue, and I know there was a lot of good 
work done bringing us to this hearing by the panelists. And it is 
a real esteemed body of experts that we have here today. 

An integral component of the American economy is the ability of 
companies to turn to chapter 11 of the Bankruptcy Code to over- 
come unexpected financial troubles. These companies may use 
Chapter 11 to restructure their debt obligations while continuing 
their business operations, which preserves jobs and increases the 

( 1 ) 
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value of return to the company’s creditors, suppliers, customers, 
and the American economy. 

Meanwhile, creditors of companies rely on Chapter 11 to assess 
the risks associated with their investment and can depend on 
Chapter ll’s transparent judicial process to gain a level of cer- 
tainty regarding their potential recoveries from a bankrupt busi- 
ness. Chapter 11 has evolved since its inception and has adapted 
to changing to changing and emerging markets. It may be time for 
that again. 

Thirty years ago companies did not have complex capital struc- 
tures with layers of intertwined debt, nor did a robust derivatives 
and repurchase agreement market exist. Similarly, the participants 
in the Chapter 11 process have become increasingly sophisticated. 
Given the constantly developing law and related practices, it is im- 
portant that the Committee undertake a periodic review of the ap- 
plication of Chapter 11 and related issues. 

In part to assist Congress and this Committee’s oversight of 
Chapter 11, the American Bankruptcy Institute has a similar col- 
lection of premiere bankruptcy judges, practitioners, professionals, 
and academics to discuss and debate wide-ranging issues related to 
Chapter 11. While their process is not complete, it will be helpful 
to hear from the ABI regarding their review of the issues that have 
played a central role in the process, and whether there is any 
emerging consensus on particular issues. We are grateful for the 
work that ABI has completed today. I look forward to their report 
at the end of this year. 

In connection with its ongoing oversight of bankruptcy issues, 
the Committee recently held a hearing on whether the Bankruptcy 
Code could be improved to better facilitate the resolution of a fi- 
nancial institution’s insolvency. The witnesses at that hearing 
unanimously agreed that the Bankruptcy Code could be enhanced 
and reformed to achieve this goal. 

Today we will continue this discussion by further examining 
what types of amendments to the Bankruptcy Code and potentially 
Chapter 11 would assist with an efficient, successful resolution of 
a financial institution. The bankruptcy process has long been her- 
alded as the primary means of resolving distress companies’ insol- 
vencies because of its established history of laws and impartial ad- 
ministration. 

It is our responsibility to ensure that the Bankruptcy Code has 
all the tools necessary to address the unique issues presented by 
financial institutions’ insolvency. Today’s hearing should assist the 
Committee in discharging this responsibility. 

An issue that could impact the ability of the Bankruptcy Code to 
effectively administer financial institutions’ bankruptcy is the na- 
ture of existing safe harbors for certain financial contracts. These 
safe harbors have been expanded over time, and now apply to a 
wide variety of financial contracts. 

One of the primary rationales for creating the safe harbors was 
to prevent contagion of risk in the financial market. Given the re- 
cent financial crisis, it would be beneficial to review the existing 
safe harbors, their effectiveness, and the effect of their continued 
expansion. Safe harbors have a broad impact on liquidity in the 
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short-term financial markets. And we will be mindful of this im- 
pact as we conduct our review. 

Today’s witnesses collectively have decades of experience on 
these issues, and I look forward to hearing their testimony. 

At this time, I recognize the Ranking Member, Mr. Hank John- 
son of Georgia, for his opening statement. 

Mr. Johnson. Thank you, Mr. Chairman. Before I begin, I would 
like to take a moment to acknowledge the tragic landslide that oc- 
curred this past weekend in Oslo, Washington — excuse me — Oso, 
Washington. Oso is the congressional district of Suzan DelBene, 
our colleague on this Subcommittee. I know that Susan cannot be 
with us today because she is doing everything back home to help 
those in need, and we empathize with her and her community. 
They are going through so much pain and loss. And our thoughts 
and prayers are with the community of Oso, the brave rescuers and 
search parties, and also our colleagues from the State of Wash- 
ington. 

Now, turning to today’s hearing, I would like to thank Chairman 
Bachus for convening this hearing on such an important topic. This 
July will mark the 4th year since President Obama signed the 
Dodd-Frank Act into law to address the financial crisis that nearly 
brought this country to its knees. Though imperfect, passing the 
Dodd-Frank Act was a crucial step in resetting our Nation’s eco- 
nomic course. 

It addressed the root cause of the financial crisis by reigning in 
too big to fill financial institutions on Wall Street that caused im- 
measurable hardship to so many American families. It is my belief 
that we could have done more to create financial stability by lim- 
iting the size of the largest institutions and holding wrongdoers ac- 
countable, both civilly as we have done and also criminally as we 
have not done. 

But opportunities remain to safeguard the public through con- 
gressional and regulatory oversight. Today, the Subcommittee is 
exercising its important responsibility of oversight by asking how 
best to perfect and strengthen the Bankruptcy Code to create soft 
landings instead of financial crashes. 

While we may not always agree on matters before this Sub- 
committee, today’s hearing presents an opportunity to forge a bi- 
partisan consensus and cooperation. I hope that this cooperation 
will guide us to explore the strengths and weaknesses of the Bank- 
ruptcy Code in other areas, particularly consumer bankruptcy. 

Perhaps no other area is as important to most Americans as the 
exponential growth and crippling effects of the student loan debt 
that many face. According to the most recent quarterly report by 
the Federal Reserve Bank of New York, student loan debt has tri- 
pled in the last decade, rising to over $1 trillion. In my home State 
of Georgia, students graduate with an average of $23,089 according 
to the Institute of College Access and Success. 

And while more people are defaulting on student loans than any 
other form of debt, these loans are practically non-dischargeable. 
Why? Although unsecured debt is typically dischargeable in bank- 
ruptcy, the Bankruptcy Code has a specific carve-out that does not 
exempt student loans unless the debtor is able to demonstrate that 
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continued repayment of the debt would pose an undue hardship on 
the debtor. 

This standard is nearly impossible for distressed borrowers to es- 
tablish. In fact, earlier this month, Reuters reported that in 2007, 
courts granted some form of relief to only 81 debtors out of the 
170,000 student loan debtors who filed for bankruptcy protection in 
1 year alone. 

This ballooning problem is already affecting the housing market. 
David Stevens, the chief executive of the Mortgage Bankers Asso- 
ciation echoed this concern, noting that “student debt” trumps all 
other consumer debt. It is going to have an extraordinarily damp- 
ening effect on young people’s ability to borrow for a home, and 
that is going to impact the housing market and the economy at 
large. 

The goal of bankruptcy long has been to provide debtors a finan- 
cial fresh start from burdensome debt. The Supreme Court recog- 
nized this principle in the 1934 decisions Local Loan v. Hunt, not- 
ing that bankruptcy gives the honest, but unfortunate, debtor a 
new opportunity in life, and a clear field for future effort, unham- 
pered by the pressure and discouragement of preexisting debt. This 
principle applies to businesses and consumers alike. As we work to- 
gether to improve the Bankruptcy Code, it is imperative that we 
also look at consumer bankruptcy. 

I again thank the Chairman for holding this hearing, and I look 
forward to the testimony from this distinguished panel of wit- 
nesses. And I thank you all for coming. 

Mr. Bachus. Thank you. We have 4 minutes, 54 seconds left on 
a floor vote. And I am thinking just to keep it in an orderly way, 
instead of introducing maybe two of our witnesses, I will come 
back, introduce the entire panel, and then we will have your open- 
ing statements, and go from there. 

So I understand none of you have a time constraint as such, 
right? So thank you. One interesting thing, and I appreciate the 
Ranking Member’s statement, he mentioned criminalizing some of 
these things or criminal cases. This Committee has formed a bipar- 
tisan group of five Republicans and five Democrats to talk about 
over-criminalization because we continue to add to the long list of 
Federal crimes. And many of them are by regulation. We pass 
something not intending it to be a criminal act, and yet the dif- 
ferent departments of the government are interpreting it and turn- 
ing into criminal acts. 

And so, we have literally filled our prisons with hundreds of 
thousands of inmates, and some of them for actually violations of 
regulations as opposed to laws because of the interpretation, which 
is something we are going to be looking at in a bipartisan way. 
And, of course, mandatory sentencing has added to that, so we 
have to be kind of careful about defining something as a crime if 
there is no mens rea. And you and I agree on that. 

Mr. Johnson. We do, and I think we have a discussion coming 
up about two types of crime. One is legal and the other illegal 
crime. And the legal crime tends to wear a white collar, and the 
illegal crime, they tend to wear blue collars. And so, when we can 
get to the point of rectifying the disparity in the two crimes, then 
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we can start consolidating offenses and working on other problems 
in our criminal justice system. 

Particularly, I am interested in the effect that the private prison 
industry has on our public policy. 

Mr. Bachus. I did not mean to start this. [Laughter.] 

Thank you. We will recess this Committee and probably be back 
in about 35 or 40 minutes. Thank you. 

[Recess.] 

Mr. Bachus. The hearing is reconvened, and we appreciate your 
patience. 

Our first witness is Judge Sontchi. Judge Sontchi, actually Chris- 
topher Sontchi, is a United States bankruptcy judge from the Dis- 
trict of Delaware and a frequent speaker in the United States and 
Canada on issues relating to corporate reorganizations. He was re- 
cently appointed to the Committee on Financial Contracts Deriva- 
tives and Safe Harbors of the American Bankruptcy Institution’s 
Commission to Study the Reform of Chapter 11. In addition, he is 
a member of the American Bankruptcy Institute and the National 
Conference of Bankruptcy Judges. 

In 2010 and ’12, he was selected as outstanding bankruptcy 
judge by the magazine Turnarounds and Workouts. He recently 
published Valuation: A Judge’s Perspective in the American Bank- 
ruptcy Institution’s Law Review. 

Judge Sontchi received a B.A. with distinction in political science 
from the University of North Carolina at Chapel Hill where he was 
elected to Phi Beta Kappa. He received his J.D. from the Univer- 
sity of Chicago Law School. And I guess you have quit watching 
the NCAA tournaments, right? 

Mr. Sontchi. At least we won one more game than Duke. 

Mr. Bachus. That is right. Duke was out in the very first round. 

Seth Grosshandler is a partner of Cleary Gottlieb Steen — is it 
Stein or Steen? 

Mr. Grosshandler. Steen. 

Mr. Bachus. Steen, and Hamilton where he has been practicing 
law for over 30 years. His practice focuses on financial institutions, 
derivative products, securities transactions, secured transactions, 
and structured finance. As an instrumental player in the develop- 
ment of the safe harbor provisions of the Bankruptcy Code, the 
Federal Deposit Insurance Act, and orderly liquidation authority, 
Mr. Grosshandler is regarded as a preeminent expert on deriva- 
tives and security transactions, and as well on the risk to 
counterparties of regulated financial institutions in the event of 
their insolvency. 

During and after the financial crisis, he advised major Wall 
Street firms, including Bear Stearns, and Lehman Brothers, and 
various government agencies on market stabilization efforts. Boy, 
you must have been paid well. Bear Stearns and Lehman Brothers. 
You had your hands full. 

Mr. Grosshandler. They are counterparties to Bear Stearns. 

Mr. Bachus. Oh, they are counterparties. Well, they did pretty 
well. 

Mr. Grosshandler. Probably better than representing the debt- 
ors. 
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Mr. Bachus. That is right. Thank you. He received his under- 
graduate degree from Reed College and his J.D. cum laude from 
Northwestern University. 

Ms. Jane Vris is general counsel and partner at Millstein & Com- 
pany. And I did do that right. During her legal career, including 
as a partner at Wachtell — is that right, Wachtell — she has advised 
hoard special committees, creditors, potential purchasers of assets 
from distressed companies, and equity investors and companies 
emerging from Chapter 11. She most recently served as a partner 
at Vincent & Elkins and was a founding partner of Cronin and 
Vris. 

And she is a member of the National Bankruptcy Conference. 
She has heen designated by Chambers USA as one of America’s 
leading lawyers for business, named a New York Super Lawyer by 
New York Super Lawyers, and is included in the Guide to the 
World’s Leading Insolvency and Restructuring Lawyers by Legal 
Media Group, and the International Who’s Who of Insolvency and 
Restructuring Lawyers. It is kind of a who’s who of insolvency. I 
am sorry. I am just joking. [Laughter.] 

She received her B.A. magna cum laude from the University of 
Pennsylvania and her J.D. from New York University School of 
Law, where she served as the managing editor of the Law Review. 
Quite impressive. 

Professor Thomas H. Jackson is with the William H. Simon 
School of Business at the University of Rochester. Professor Jack- 
son holds faculty positions in the Simon School of Business and the 
Department of Political Science at the University of Rochester, 
where he also served as president from 1994 to 2005. 

You know, Steve Covey in his book, I do not know if you are 
aware, he says the job of a college president is the most difficult 
job in America. 

Mr. Jackson. [Off audio.] 

Mr. Bachus. Thank you. Before he became Rochester’s ninth 
president, Mr. Jackson was vice president and provost at the Uni- 
versity of Virginia, where he first joined as dean of Virginia’s 
School of Law. Previously he was professor of law at Harvard and 
served on the faculty at Stanford University. 

He clerked for U.S. District Judge Marvin Frankel in New York 
from 1975 to ’76, and then for Supreme Court Justice and later 
Chief Justice William Rehnquist from 1976 to 1977. 

Professor Jackson is the author of bankruptcy and commercial 
law texts used in law schools across the country, and served as spe- 
cial master for the U.S. Supreme Court in a dispute involving every 
State in the country over the disposition of unclaimed dividends 
held by brokerage houses. 

He received his B.A. from Williams College and his J.D. from 
Yale Law School. Welcome to you. 

Professor Michelle Harner is a professor at University of Mary- 
land Francis King Carey School of Law. She teaches courses in 
bankruptcy and creditors’ rights, business associations, business 
planning, and professional responsibility at the University of Mary- 
land School of Law. 

Prior to joining the University of Maryland, Professor Harner 
served as Assistant Professor of Law at the University of Ne- 
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braska, and was voted professor of the year by her students during 
the 2006 and 2008 academic years. That is quite an honor. 

Professor Harner is widely published and lectures frequently on 
corporate governance, financially distressed entities, and related 
legal issues. Professor currently is serving as the reporter to the 
ABI Commission to study the reform of Chapter 11. She previously 
was in private practice in the business restructuring insolvency 
bankruptcy and related transactional fields. Most recently as a 
partner of the Chicago office of the International Law Firm Jones 
Day. 

Professor Harner is a member of a number of professional orga- 
nizations, including the American Law Institute, American Bank- 
ruptcy Institute, the American Bar Association, and the Inter- 
national Association of Restructuring, Insolvency, and Bankruptcy 
Professors. 

Professor Harner received her B.A. from Boston College and her 
J.D. from Moritz College of Law at Ohio State University. 

All right. That is a very impressive group of witnesses. Did you 
want to ask them whether they had ever represented the Koch 
brothers? 

Mr. Johnson. The Koch Brothers? 

Mr. Bachus. Koch Brothers, that is right. 

Mr. Johnson. Have any of you ever represented the Koch Broth- 
ers before? 

Voice. No, sir. 

Mr. Johnson. All right. 

Mr. Bachus. We are in good shape. 

Mr. Johnson. How about Sheldon Adelman? 

Mr. Bachus. No, we will get that out of the way. You only have 
one. [Laughter.] 

I do not know about that. The Koch Brothers, his opening state- 
ment normally contains some reference to them, and you did not 
work that into the statement. 

Mr. Johnson. Well, I did not want any of that Koch Brothers 
money coming into my reelection campaign. That is the situation. 

Mr. Bachus. But you got legal crimes in there, which is kind of 
an oxymoron, so that is a new one. Pretty good. 

Each of our witnesses’ written statements will be entered into 
the record in its entirety. I ask each of the witnesses to summarize 
his or her testimony. Actually, we are not going to hold you to 5 
minutes. If you go 6 or 7 minutes, that is fine. This is something 
they tell me to read every time about quitting and everything, but 
we are just going to go with that. 

Now, I will recognize the witnesses to their testimony. And, 
Judge, we will start with you. 

TESTIMONY OF THE HONORABLE CHRISTOPHER S. SONTCHI, 

UNITED STATES BANKRUPTCY JUDGE FOR THE DISTRICT 

OF DELAWARE, WILMINGTON, DE 

Judge SONTCHI. Thank you. Chairman Bachus, Ranking Member 
Johnson, and Members of the Committee, thank you for inviting 
me to testify today. My name is Christopher Sontchi. I am a bank- 
ruptcy judge in the District of Delaware, and I have presided over 
a number of cases and issued numerous opinions involving the safe 
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harbors for financial contracts, derivatives, and repurchase agree- 
ments. 

Most notably, I presided over the American Home Mortgage case. 
At the time of its filing in 2007, American Home Mortgage was the 
10th largest home mortgage originator in the country, and as part 
of its origination and securitization business, the company was a 
party to numerous repurchase agreements involving billions of dol- 
lars. As you also stated, I have had the honor of serving as a Mem- 
ber of the Committee on Financial Contracts, Derivatives, and Safe 
Harbors of the American Bankruptcy Institute’s Commission to 
Study the Reform of Chapter 11. 

Today I would like to discuss two important issues related to the 
safe harbors. First, I believe Congress should amend Section 546(e) 
of the Bankruptcy Code to significantly narrow its scope. Section 
546(e) exempts from avoidance as preferences or fraudulent convey- 
ance settlement payments. I believe Congress’ intent was to insu- 
late the securities transfer system. Security industry transferees 
are generally not the beneficial owners of the subject transactions, 
but rather are the conduits. Subjecting the conduits to avoidance 
actions could trigger a series of unintended and disastrous defaults 
in the interconnected securities markets. 

As written and applied, however, the Section 546(e) safe harbor 
has insulated settlement payments to the ultimate beneficiaries of 
leveraged buyouts and other transactions, even if the securities 
were privately issued. Absent the safe harbors, these payments 
often made to directors, officers, and other insiders that led the 
company into bankruptcy in the first place would be potentially 
voidable as fraudulent or preferential transfers. 

The safe harbor of Section 546(e) should protect the securities 
transfer system, but not settlement payments or other transfers 
with respect to the beneficial owners of privately placed debtor eq- 
uity securities. And with regard to publicly-traded securities. Sec- 
tion 546(e) should only protect transfers to the beneficial owners of 
public securities that have acted in good faith. 

I have and continue to be faced with a flurry of motions to dis- 
miss and for summary judgment filed by insiders of bankrupt com- 
panies seeking shelter from liability through the 546(e) safe harbor. 

The secret is out, and defense attorneys are seeking to take ad- 
vantage of the almost too good to be true safe harbor to the fullest 
extent possible. And I respectfully urge Congress to act quickly to 
close this unintended loophole in the safe harbor for the securities 
transfer system. 

The second subject I would like to discuss is more controversial. 
What is the proper scope of the safe harbor’s governing mortgage 
repurchase agreements? I respectfully urge Congress to remove 
mortgages and interests in mortgages from the safe harbors relat- 
ing to repurchase agreements and securities contracts. 

The genesis of my request is my experience in the American 
Home Mortgage bankruptcy case. One of the primary arguments of- 
fered in favor of the safe harbors is that it is important for assets 
subject to the safe harbors to remain liquid. The argument is that 
without the liquidity supplied by the safe harbors, the cost of lend- 
ing would increase, and in the event of default, there could be a 
cascading series of defaults that might spread to the repo 
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counterparty lender and parties to other agreements with the repo 
counterparty. 

It became quickly apparent to me during American Home that 
mortgages and interests in mortgages are not liquid assets. In fact, 
it can take several months to complete the sale of one bundle of 
mortgages. The reality is that the counterparties to repurchase 
agreements, i.e., the lenders, are not interested as much in pre- 
serving the liquidity of their investment in the mortgages origi- 
nated by a debtor as they are in owning what would otherwise be 
property of the estate and the lender’s collateral. 

The business of originating mortgages requires access to a large 
amount of capital. Traditionally, a mortgage lender would borrow 
the money necessary to originate mortgage loans through a ware- 
house secured line of credit or loan. In the event of a bankruptcy 
by the mortgage lender, the mortgage loans would become property 
of the bankruptcy estate. The automatic stay would prevent the 
warehouse lender from taking control of the mortgage loans. And 
the warehouse lender would both have a secured claim against the 
estate, collateralized by those loans, and be entitled, for example, 
to adequate protection. 

But as part of BAPCPA, Congress expanded the definition of “re- 
purchase agreement” to include mortgages. And since then, the 
bulk of lending to mortgage originators has been through repur- 
chase agreements. The repurchase agreements and warehouse se- 
cured loans are really identical in all aspects for the most part, 
other than in a repo the mortgage belongs to the repo counterparty 
lender rather than to the mortgage lender. 

In the event of a default or a bankruptcy by a mortgage lender, 
the repo counterparty has a right to declare a default and require 
the mortgage lender to immediately repurchase the mortgage. And 
in the event the mortgage lender cannot do so, which is normal, the 
repo counterparty would obtain permanent ownership of the loan 
and be able to sell it directly to investors, a securitization trust, or 
keep the repo. 

In my experience, that is what the repo counterparty is inter- 
ested in doing. Rather than preserving liquidity by selling the 
mortgage, it is likely to hold the loans for later disposition, espe- 
cially in a crisis such as 2007 through 2009 where the value of the 
mortgage was low. The safe harbors allow the repo counterparty, 
rather than the debtor, to hold the mortgage and obtain the upside 
of any increase in value. As applied to mortgages, the safe harbors 
allow for the repo counterparty to grab what otherwise would be 
its collateral, and prevent the mortgage lender debtor from maxi- 
mizing the value of those loans for the benefit of the estate. 

This is contrary to the treatment of secured loans in bankruptcy 
and turns the Code on its head. The economic reality is that a 
mortgage lender, such as American Home Mortgage, can be 
stripped of its assets in days or even hours, leaving no ongoing 
business, and denying its creditors in general of the value of its as- 
sets, i.e., its mortgage loans. And while these safe harbors may 
make sense in the context of assets that are actually liquid, such 
as U.S. treasuries, they do not in the context of an illiquid assets, 
such as mortgages. 



10 


Based on my experience, I respectfully urge Congress to consider 
removing mortgages and interests in mortgages from the definition 
of repurchase agreement, as well as the definition of securities con- 
tract. And thank you again very much for asking me to testify on 
these important issues. I am more than happy to answer any ques- 
tions you might have. 

[The prepared statement of Judge Sontchi follows:] 


Testimony of Hon, Qiristopher S. Sontdii 


United States Bankruptcy Judge for the District of Delaware 
"Exploring Chapter Tl Reform: Corporate and Financial Institution Insolvencies; 
Treatment of Derivatives" 


Before the 

Subcommittee oh Regulatory Reform, Commercial and Aiitttfust Uaw 
The Committee on the Judiciary 
United States House of RepreBentat!vs.s 
Washington, D.C. 


March 24 2014 
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Chairman Bachus, Ranking Member Johnson and Members of the Committee: 

Thank you for inviting me to testify today. My name is Christopher Sontchi and 
I am a sitting United States Bankruptcy Judge for the District of Delaware. I have 
presided over a number of cases involving the safe harbors for financial contracts, 
derivatives and repurchase agreements. Most notably, I presided over the American 
Home Mortgage case. At the time of its filing in 2007, American Home Mortgage was the 
10^ largest home mortgage originator in the country and was in the business of 
originating, securitizing, selling and servicing "Alt-A" home mortgage loans, a step 
above the now infamous subprime market. As part of its origination and securitization 
business the company was a party to numerous repurchase agreements involving 
billions of dollars, In addition, commencing in late 2007, I presided over the case of 
Delta Financial Corporation, which was a somewhat smaller version of American Home 
Mortgage, albeit in the riskier subprime market. I have presided over numerous other 
cases and issued numerous opinions involving repurchase agreements, tri-party' setoffs 
and swaps, Finally, 1 have had the honor of serving as a member of the Committee on 
Financial Contracts, Derivatives and Safe Harbors of the American Bankruptcy Institute's 
Commi.ssion to Study the Reform of Chapter 11. 

Today, I would like to discuss two important issues related to the "safe harbors" 
for derivatives, repurchase agreements and other similar contracts. The first is narrow 
in scope and, I think, for the most part uncontroversial. I believe Congress should 
consider amending section 546(e) of the Bankruptcy Code to significantly narrow its 
scope. As set forth more fully below. Section 546(e) exempts from avoidance as 
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preferences or fraudulent conveyances "settlement payments" and transfers made to a 
class of financial institutions. I believe Congress's intent was to insulate the securities 
transfer system. Securities indu.stry transferees are generally not the beneficial owners 
of the subject transactions but, rather, are the conduits. Subjecting these conduits in the 
securities transfer system to avoidance actions could trigger a scries of unintended and 
disastrous defaults in the interconnected securities markets. As written and applied, 
however, the section 546(e) safe harbor has insulated from, preference and fraudulent 
conveyance actions the ultimate beneficial recipients of a settlement payments, 
including insiders in private transactions. The result Iras been to provide officers and 
directors of bankrupt companies with an almost "too good to be true" defense to 
preference and fraudulent conveyance actions. 

The second issue is broader and significantly more controversial. I believe 
Congress should consider scaling back the scope of the safe harbors for repurchase 
agreements. The original 1984 safe harbor for "repurchase agreements" or "repos" 
encompassed repos on U.S, govermnent and Agency securities and other highly liquid 
assets. In 2005 and 2006, the definition of "repurchase agreement" and "securities 
contract," under which certain repos had been afforded safe harbor treatment, were 
expanded to include a broader range of potentially less liquid assets, including 
mortgage loans and interests in mortgage loans. The current safe harbors for 
repurchase agreements allow for "runs" on financial institutions by counterparties who 
are not subject to the automatic stay and, thus, are free to terminate repos and other 
financial contracts en masse. These m masse terminations drain a target institution of its 
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liquidity, destroy its portfolio, and accelerate its liquidation. The end result is that it is 
virtually impossible to reorganize companies with significant repo exposure such as 
American Home Mortgage. 

Section 546(e) of the Bankruptcy Code 

As written and applied, the section 546(e) safe harbor has insulated settlement 
payments to the ultimate beneficiaries of leveraged buyouts and other transactions, 
even if the securities were privately issued. Absent the safe harbors, these payments - 
often made to the directors, officers and other company insiders that led the company 
into bankruptcy - would be potentially voidable as fraudulent or preferential transfers. 
The safe harbor of section 546(e) should protect the securities transfer system, if and when 
the financial institutions are acting as conduits for payment, regardless of whether the 
securities involved are public or private. This safe harbor for the securities industry is 
important because the initial transferee is not accorded a good faith defense under 
section 550, potentially exposing the securities industry to large and inappropriate 
liability for acting as mere intermediaries in securities transactions. 

However, section 546(e) should not protect settlement payments or other 
transfers with respect to the beneficial owners of privately placed debt securities or of 
equity securities of a closely held entity. With regard to publicly traded securities, 
section 546(e) should only protect transfers to the beneficial owners of public securities 
holders that have acted in good faitlr. 

Section 546(e) of the Bankruptcy Code provides as follows: 
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Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b) of this 
title, the trustee may not avoid a transfer that is a margin payment, as 
defined in section 101, 741, or 761 of this title, or settlement payment, as 
defined in section 101 or 741 of this title, made by or to (or for the benefit 
of) a commodity broker, forward contract merchant, stockbroker, financial 
institution, financial participant, or securities clearing agency, or that is a 
transfer made by or to (or for the benefit of) a commodity broker, forward 
contract merchant, stockbroker, financial institution, financial participant, 
or securities clearing agency, in connection with a securities contract, as 
defined in section 741(7), coimnodity contract, as defined in section 761(4), 
or forward contract, that is made before the commencement of the case, 
except under section 548(a)(1)(A) of this title. 

"Settlement payment" is defined in section 741(8) in a circular fashion as a "preliminary 

settlement payment, a partial settlement payment, an interim settlement payment, a 

settlement payment on account, a final settlement payment, or any other similar 

payment commonly used in the securities trade." Because of this broad and circular 

language, courts have interpreted it to include many kinds of transactions regardless of 

whether it advances the legislative intent/ policy behind enactment of the safe harbor, 

i.e., protection of the securities transfer system. These have included transfers to 

insiders owning private and public securities and LBO’s that would otherwise have 

been fraudulent transfers. 

Courts have applied section 546(e) literally and shielded from avoidance 
transfers involving little or no impact on the functioning of the public securities market. 
For example, in the case of In re Quebecor World (USA), Inc., 719 F.3d. 94 (2d Cir. 2013), 
aff' g, 453 B.R, 201 (Bankr. S.D.N.Y. 2011), the Second Circuit affirmed the holding of the 
bankruptcy court that payments made to repurchase privately-placed notes were both 
"settlement payments" and transfers made in connection with a securities contract that 
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were protected under the safe harbord I propose narrowing the scope of section 546(e) 
to make it clear that the safe harbor only protects the securities transfer system and 
settlement payments made in connection with publicly traded securities. 

Section 546(e) has also been successfully invoked to protect leveraged buyouts or 
LBO's. In cases involving LBO transactions, the issue is whether a payment made to the 
shareholders of tire target company in exchange for their securities is a settlement 
payment entitled to protection. There is a spUt in autlrority in cases interpreting the safe 
harbor in the LBO context, A minority of courts have held that tire safe harbor only 
applies to LBO's involving publicly traded securities or involving the public system of 
intermediaries and guarantees typical of the securities industry^ but a majority of courts 
have increasingly found that the safe harbor protects the beneficial recipient even if the 
transaction involved private securities and regardless of the involvement of a financial 
intermediary.’ My proposal supports the minority position and calls for revising the 
statute to specifically exclude private transactions from the safe harbor. 

Section 546(e) can also impact LBO's of public companies. If the LBO leaves the 
firm with an unreasonably small capital or if it renders the firm insolvent, then the 
payments to shareholders are potentially recoverable in a subsequent bankruptcy, for 
the benefit of the target firm's pre-transaction creditors, if tire other elements of a 

' See also Enron Creditors Recovery Corp., 651 F.3d 329 (2d Cir. 2011); and In re Munford, Inc,, 98 F.3d 604 
(nth Cir. 1996), 

2 In re Munford, Inc., 98 F.3d 604 (lllh Cir. 1996); In re MacMenamin's Grill Ltd., 450 B.R. 414 (S.D.N.Y. 
2012); and In re Norstan Apparel Shops, Inc., 367 B.R. 68 (E.D.N.Y. 2007). 

3 In re Plassein Int’l Carp., 590 F,3d 252 (3d Cir. 2009); In re QSI Holdings, Inc., 571 F.3d 545 (6th Cir, 2009); 
Contemporary Indus. Corp. v. Frost, 564 F.3d 981 (8th Cir. 2009); In re Kaiser Steel Corporation, 952 F.2d 1230 
(10th Cir, 1991); and AP Services LLP v. Silva, 483 B.R. 63 (S.D.N.Y. 2012). 
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fraudulent transfer are in place. Section 546(e) as written, however, can immunize 
transfers made in connection with LBO's involving public companies, including those 
that render tire target firm insolvent, even if the target's insiders acted in bad faith.'* I 
propose that shareholders of public companies would not be automatically immunized, 
per se, by section 546(e). Rather they would only be protected if they have acted in good 
faith. 

Again, I believe Congress's intent in implementing the safe harbor in section 
546(e) was to insulate the securities transfer system. Securities industry transferees are 
generally not the beneficial owners of the subject transactions but, rather, are the 
conduits. Subjecting these conduits in the securities transfer system to avoidance 
actions could trigger a series of unintended and disastrous defaults in the 
interconnected securities markets. As written and applied, however, the section 546(e) 
safe harbor has insulated from preference and fraudulent conveyance actions the 
ultimate beneficial recipients of a settlement payments, including insiders in private 
transactions. The result has been to provide officers and directors of bankrupt 
companies with an almost "too good to be true" defense to preference and fraudulent 
conveyance actions. 


'* Compare Wieboldt Stores, Inc. v. Schottenstein, 94 tJ.R. 488 (N.D.IIl. 1988) (With respect to fraudulent 
conveyance claim against insider shareholders of a public company, the court "collapsed" the LBO 
transaction so that insiders were considered to have received property of the debtor in the transaction but 
did not coUapse the transaction with respect to non-insider shareholders and, therefore, dismissed the 
actions against the non-in.siders); and In re Hechinger Investment Co. of Delaware, 274 B.R. 71 (D. Del. 2002). 
(In a fraudulent conveyance action against insider shareholders resulting from an LBO of a public 
company, the court concluded that the distinction between insider and non-insider status was "not one 
that [held] legal significance under section 546(e)" and tire insider shareholders were protected by the 
safe harbor). 
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I respectfully recommend that Section 546(e) of the Bankruptcy Code be 
amended (1) to affirm the current statutory protections in section 546(e) to security 
industries participants who act as conduits in both public and private securities 
transactions, (2) to remove the section 546(e) protection from avoidance actions for 
beneficial owners of privately-issued securities, and (3) to continue to safe harbor public 
securities holders from avoidance actions, if the public securities holder acted in good 
faith. 


More specifically, without providing precise statutory language, section 546(e) 
should be amended as follows: 

(1) If the settlement payment or transfer is made to (or a securities 
contract is made with) a stockbroker, bank, clearing agency such as the 
DTC or a similar financial institution obligated to forward what has been 
paid or transferred, then, to the extent that the institution received such 
settlement payment or transfer for the benefit of a client or customer of the 
transferee and is obligated to forward that payment or transfer, then the 
institution shall receive the benefit of the existing section 546(e). 

(2) The first beneficial recipient of the transfer chain in question w'ill 
be deemed to have received the relevant settlement payment or transfer 
directly from the debtor. 

(3) Parties receiving payments or transfers as beneficial owners of 
non-public securities shall not be protected by section 546(e). 

(4) Parties receiving payments or transfers as beneficial owners of 
public securities shall be protected by section 546(e) from constructive 
fraudulent transfer actions, as well as preferences under section 547, 
provided they acted in good faith without knowledge of the avoidability 
of the underlying transaction. 

1 have and continue to be faced with a flurry of motions to dismiss and for 
summary judgment filed by insiders of bankrupt companies seeking shelter from 
liability through the section 546(e) safe harbor. The "secret" is out and defense 
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attorneys are seeking to take advantage of the safe harbor to the fullest extent possible. 
1 believe these changes would align the statutory language and the courts' 
interpretation of the statute with Congress' original intent - to insulate the securities 
transfer system from damaging and inappropriate litigation - while not protecting the 
beneficiaries of private transactions or shielding insiders of bankrupt public companies 
who hav'e acted in bad faith. 

1 respectfully urge Congress to act quickly to close this unintended loophole in 
the otherwise necessary safe harbor for the securities transfer system. 

The Scope of the Safe Harbors for Repurchase Agreements 

The second subject I would like to discuss is more controversial: what is the 
proper scope of the safe harbors governing mortgage repurchase agreements? 

For the reasons discussed below, I respectfully urge Congress to consider 
removing "rhortgages" and "interests in mortgages" from the definition of repurchase 
agreements in section 101(47)(a)(i) as well as the definition of "securities contract" in 
section 741(7)(A). The effect would be to remove "mortgages" and "interests in 
mortgages" from the safe harbors of sections 555 and 559 (and 561 under Chapter 15). 

The genesis of my request is my experience in the American Home Mortgage 
bankruptcy case filed in 2007. It became quickly apparent to me during that case that 
mortgages simply do not fit into one of the primary purposes behind protecting 
repurchase agreements, i.e., preservation of liquidity of inv'estments. In fact, mortgages 
and interests in mortgages are not liquid assets. This is due in large part to the fact that 
mortgages are sold by the originators to investors or securitization trusts in bundles 
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containing as many as thousands of mortgages as well as the unique nature of 
mortgages, Every mortgage is secured by a unique piece of real property and involves 
a buyer that has a unique credit profile and payment history. In order to address the 
uncertainty arising from the individual nature of mortgages, sales often include lengthy 
look back periods where the buyer can return some mortgages in a portfolio to the 
seller if there is an early default or representations regarding the loans turn out to be 
inaccurate. In fact, it can take several months to complete the sale of a portfolio of 
mortgages.s These are not United States government securities. The realitj' is that the 
counterparties to repurchase agreements, i.e., the lenders, are not interested as much in 
preserving the liquidity of their investment in the mortgages originated by a debtor as 
they are in owning what would otherwise be property of the estate and the lender's 
collateral. 

The current safe harbors for repurchase agreements allow for "runs" on financial 
institutions such as American Home Mortgage by countcrparties/lenders which are not 
subject to the automatic stay and, thus, are free to terminate repos and other financial 
contracts en masse. These en masse terminations drain a target iustitution of its liquidity, 
destroy its portfolio, arid accelerate its liquidation. The end result is that it is virtually 


5 While the same argument may be applied to "mortgage related securities" and "interests in mortgage 
related securities" there can be no question that these agreements are much more liquid than the 
underlying mortgages themselves and, thus, I do not recommend tlielr removal from the protections of 
the safe harbors. 
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impossible to reorganize companies with significant repo exposure such as American 
Home Mortgage.^ 

The business of originating mortgages requires access to a huge amount of 
capital. For example, when a new homeowner buys a house for $100,000 with 20% or 
$20,000 down and borrows the remainder of the purchase price through a mortgage, the 
mortgage company must deliver $80,000 in cash at the dosing of the sale. As of the end 
of 2013, there were approximately $9.9 trillion in home mortgage loans outstanding, 
every penny of which came from a mortgage lender. ^ In most cases, the mortgage 
lender providing the cash at dosing obtained tliat money from a counterparty to a 
repurchase agreement or through a secured loan. 

Traditionally, a mortgage lender would borrow the money necessary to originate 
mortgage loans through a warehouse secured line of credit or loan. That warehouse 
loan would be for a large amount of money, say $100 million. At the closing of a 
mortgage loan, the cash necessary for the mortgage borrower to buy the property 
would come from the warehouse lender (either directly or through the mortgage 
lender). The amount of the balance under the warehouse loan would increase by the 
amount of the mortgage loan and the mortgage itself would automatically become the 
warehouse lender's collateral. However, the mortgage would remain property of the 

There is a persuasive argument to be made that the current scope of the repo safe harbors increases 
systematic risk for the financiai system as a whole and exacerbated the financial crisis of 2007-09. 
Although I support that position, I am not addressing it in today's testimony. Rather, I am limiting my 
comments to the adverse effect that aliownng the termination of repurchase agreements, notwithstanding 
the automatic stay, has on a company's ability to reorganize. 

^ Board Of Governors Of The Federal Reserve System, Mortgage Debt Outstanding (March 6, 
2014), http://wvvw.federalTeserve.gov/econresdata/releases/mortoutstand/current,htm. 
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mortgage lender. When the mortgage lender later sold the mortgage loan to another 
financial institution or a securitization trust, the cash received from the sale would be 
used to pay down the warehouse secured loan (plus interest) and the mortgage loan 
would automatically be removed from the warehouse lender's collateral pool. In the 
event of a bankruptcy by the mortgage lender, the mortgage loans that had been 
originated but not yet sold w^ould become property of the bankruptcy estate, the 
automatic stay would prevent the warehouse lender from taking control of the 
mortgage loans, and the warehouse lender would both have a secured claim against the 
estate collateralized by the mortgage loans and be entitled to adequate protection. 

Starting in the late 1990's, master repurchase agreements began to replace 
warehouse secured loans. The prevalence of mortgage repos increased slowly until, as 
part of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, 
Congress expanded the definition of "repurchase agreement" to include mortgages * 
Since 2005, the bulk of lending to mortgage originators has been through repurchase 
agreements. Mortgage repurchase agreements are virtually identical to warehouse 
secured loans except for the fact that, under a repo, the mortgage belongs to the repo 
counterpart}'/ lender rather than to the mortgage lender. As discussed below, this 
difference is of huge import. 


s Prior to 2005, mortgage repurchase agreements proceeded under the theory that they were protected by 
the safe hai'bors governing securities contracts. The number of repos under that theory were limited by 
the litigation risk that courts might not agree the safe harbors were applicable and the transaction was, in 
fact, a loan. 
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The procedure for originating mortgage loans under a mauSter repurchase 
agreement and a warehouse secured loan are virtually identical. The mortgage lender 
and the repo counterparty/ lender would enter into a master repurchase agreement for 
a large amount of money, say $100 million. At the closing of a mortgage loan, the cash 
necessary for the mortgage borrower to buy the property would come either directly 
from the repo counterparty or the mortgage lender. Simultaneously with the mortgage 
loan closing (or very shortly thereafter), the mortgage lender would sell the mortgage 
loan to the counterparty with an agreement that the mortgage lender would repurchase 
the mortgage loan within a specified period of time (usually between thirty and ninety 
days) for the original purchase price plus a fee. The mortgage lender would use the 
time of the repurchase agreement to arrange to sell the mortgage to a "permanent" 
mvestor or a securitization trust. At the time of the closing of the ultimate sale or 
securitization of the mortgage loan (or immediately prior), the mortgage lender would 
repurchase the mortgage from the repo counterparty and flip it to the buyer. As 
mortgage loans were sold to the repo counter party the balance of loans subject to the 
master repurchase agreement would increase and as they were repurchased it would 
decrease. I hope it is readily apparent that warehouse secured loans and repurchase 
agreements are virtually identical except for the ownership of the mortgage loans 
themselves. 

Under a repurchase agreement, the mortgage loan is property of the repo 
counterparty. In the event of a default or bankruptcy by the mortgage lender, the repo 
counterparty has the right to declare a default and require the mortgage lender to 
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immediately repurchase the mortgages (in secured creditor parlance this would be the 
equivalent of calling the loan). In the event the mortgage lender could not immediately 
repurchase the loan, the repo counterparty would obtain permanent ownership over the 
mortgage loans and would be able to immediately sell them directly to permanent 
investors, securitization trusts or any other third party willing to buy the loans. 
Alternatively, the repo counterparty could maintain ownership over the mortgages. In 
any event, the mortgage loans would not be propert)^ of the estate and the automatic 
.stay would not be applicable. The structure discussed above and the safe harbor from 
the rules governing warehouse secured loans such as the automatic stay have been 
codified by the repo safe harbors.® 

The ability of a repo counterparty/lender to be able to immediately sell the 
mortgage loans to a third part}^ and, thus, limit its exposure to the risks inherent in the 
mortgage itself, i.e., liquidity, is asserted as one of the primary bases for the repo safe 
harbors. The argument is that without the liquidity supplied by the safe harbors the 
cost of lending would increase and, in the event of a default, there could be a cascading 
series of defaults that might spread to the repo counter part)'/ lender and parties to 
other agreements with the repo counterparty. 

So far, so good. But, in my experience, the repo counterparty may not be 
interested in having the ability to preserve liquidity by selling the mortgages but, 
rather, is likely to hold the loans for later disposition, especially in a crisis such as in 
2007-2009 where the value of the mortgage was artificially low. Indeed, as described 
^ See Exhibit A attached hereto for a brief recitation of the relevant safe harbor provisions. 
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above^ mortgage loans are illiquid assets and, thus, the counterparty may have no 
choice but to hold the loans. The safe harbors allow the repo counterparty ratlrer than 
the debtor to hold the mortgage and obtain the upside of any increase in value. In the 
event the transaction was treated as a loan, the debtor would be able to retain 
ownership and control over the mortgage loans, subject to providing adequate 
protection, and preserve the upside for the estate as a whole. As applied to mortgages, 
the safe harbors allow for the repo counter party/lender to grab what otherwise would 
be its collateral and prevent the mortgage lender/ debtor from maximizing the value of 
those loans for the benefit of the bankruptcy estate. 

This is contrary to the treatment of secured loans in bankruptcy and turns the 
Bankruptcy Code on its head. The economic reality is that a mortgage lender such as 
American Home Mortgage can be stripped of its assets in days or even hours, leaving 
no ongoing business and denying its creditors in general of the value of its assets, i.e., 
its mortgage loans.^” While these safe harbors make sense in the context of assets that 
are actually liquid such as U.S. Treasuries, they do not in the context of an illiquid asset 
such as mortgages. 

Let me close my discussion of mortgage repurchase agreements with a real 
world example. In the American Home Mortgage case, the debtor was a party to a master 
repurchase agreement with Calyon Bank. At the time of the bankruptcy filing in 2007, 

Generally speaking, a debtor would not be able to force a lender under a warehou.se secured loan or a 
repurchase agreement to continue funding future mortgages. 11 U.S.C. §365(c)(2). But, at the very least, 
the debtor would still own its portfolio. In addition, forcing a debtor and a secured lender to deal with 
each other often results in continued lending. 
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the outstanding principal amount of the mortgage loans subject to the master 
repurchase agreement was approximately $1 billion. Immediately prior to the 
bankruptcy filing, Calyon declared a default under the master repurchase agreement 
and took ownership of the mortgage loans. If a repo counterparty such as Calyon takes 
ownership of the mortgages subject to the repurchase agreement and the value of those 
mortgages is less than the outstanding principal balance of the loans, the counterparty, 
i.e., Calyon, can assert an unsecured claim for the deficit. They are, in effect, an 
imdersecured creditor asserting a claim for unsecured portion of their loan. 

I coirducted a trial over twm related issues; (1) at what time does the court value 
the mortgage loans for considering whether there is a deficit and, thus, a claim; and (2) 
how does the court calculate the value of the loans. I ultimately issued an opinion on 
those issues that was affirmed by the Third Circuital I raise the issue here, however, for 
a different reason. It became clear in trial that Calyon never had any intention of selling 
the mortgage loans in the foreseeable future. Rather, its strategy was to hold the 
mortgages until value rebounded and in the interim its credit exposure was minimized 
because the mortgage borrowers, i.e., the homeowners, were continuing to make 
principal and interest payments. 

There is nothing morally wrong with Calyon's strategy to hold on to the loans. 
Indeed, it makes perfectly valid economic sense. The problem is that it should have 
been in the debtor's purview - not Calyon's - to make the decision whether to hold the 

a In re American Home Mortgage Holdings, Inc., 411 B.R. 181 (Bankr. D. Del. 2009), off d, 637 F.3d 246 (3d 
Qr. 2011). 
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loans for the benefit of the bankruptcy estate and the debtor's creditors rather than just 
for Calyon. With virtually every other type of asset that serves as collateral for a 
secured loan control rests in the debtor. But secured creditors are not virithout 
protection. For example, they may be entitled to adequate protection. The lavir 
governing the rights of secured creditors and the balance of those rights with other 
considerations are well developed. The repo safe harbors remove what would 
otherwise be considered a secured loan from the bankruptcy estate, depriving the 
debtor with any control over what would otherwise be its property and the lender's 
collateral. The asserted reason for exempting mortgages from the rules governing 
virtually every other tj'pe of collateral is that those protections are necessary to preserve 
liquidity in the system and, more particularly, for the repo counterparty's exposure. 
But, that asserted basis for extraordinary treatment is fallacious because mortgage loans 
are not liquid, especially in times when there is likely to be a default under the loans 
.such as in 2007-2009. There is no reason to exempt mortgage loans and interests in 
mortgage loans from the ordinary, well established rules governing secured lending. 

I am cognizant that the application of the safe harbors to mortgages and Interests 
in mortgages is a complicated and controversial subject and any amendment to the safe 
harbors should be carefully weighed. It is not my intention to address the entirety of 
the issues. Rather, I have attempted to pass on my conclusions as to one issue based on 
my experience as a bankruptcy judge overseeing several cases involving repurchase 
agreements governing mortgages, especially the American Home Mortgage case, 
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Based on my experience, I respectfully urge Congress to consider removing 
"mortgages" and "interests in mortgages" from the definition of repurchase agreements 
in section 101(47)(a)(i) as well as the definition of "securities contract" in section 
741{7)(A). 

In closing, thank you very much for inviting me to testify on these important 
issues. I do not envy this committee's task in addressing these complicated issues. 
Nonetheless, I believe there are important, discrete changes that can be quickly 
addressed such as amending section 546(e) to align the statutory language and the 
courts' interpretation of the statute with Congress's original intent - to insulate the 
securities transfer system from damaging and inappropriate litigation - while not 
protecting the beneficiaries of private transactions or shielding insiders of bankrupt 
public companies who have acted in bad faith. In addition, I think the committee 
should take a step back and reconsider the scope of the repo safe harbors, especially as 
they apply to mortgages. While there arc a number of issues and arguments that 
should be considered in such an examination, I think one thing is clear - the assertion 
that the repo safe harbors are necessary to preserve liquidity does not apply to illiquid 
assets such as mortgages. They should be retiuned to whence they came and be subject 
to the normal, long-standing, well-developed law governing secured lending. 
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Exhibit A 

Since 1982, Congress has enacted a number of amendments to the Bankruptcy 
Code that work in concert to preserve the liquidity of the repo market by exempting 
repurchase agreements from significant provisions such as tire automatic stay: 

® Sections 555, 559 and 561, which protect the exercise of certain contractual rights 
to liquidate, terminate and accelerate repurchase agreements from stays, 
avoidance and other limitations; 

• Sections 362(b)(7) and 362(o), which exempt from the automatic stay and all 
other Bankruptcy Code stays setoffs under repurchase agreements and the 
realization against collateral for repurchase agreements; 

e Sections 546(f) and 548(d), which provide exemptions from preference and 
fraudulent transfer avoidance for settlement and margin payments; and 

» Portions of sections 101 and 741, which define the key terms repurchase 
agreement, margin payment, settlement payment, repo participant and financial 
participant. 

Section 559 and its exclusion of repurchase agreements from the automatic stay 
arc of primary significance. Collier explains that "[m]ost repurchase agreements afford 
a non-defaulting party the right to 'close-out' or 'liquidate' the agreement upon the 
other party’s default.^ Furthermore, virtually all repurchase agreements contain ipso 
facto clauses which authorize repo participants to terminate "for cause" (or otherwise 
forfeit or modify rights) if the other part}' becomes bankrupt, insolvent, or fails to 
maintain contractually specified conditions.^ "In almost all instances, commencement 
of a Bankruptcy Code case by a party ... will constitute a default triggering the 
availability of such rights."^ Such clauses permit termination of the repurchase 


' 5 Collier On Bankruptcy 559,04 (AlanN. Resnick and Henry J. Sommer eds, ISi" ed. rev. 2007). 

2 Id. at 559.04 and 559.LH. 

3 Id. 
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agreement simply because of the other party's distressed financial condition. Section 
559 protects rights triggered by a condition of the kind specified in section 365(e)(1), i.e., 
ipso facto clauses or bankruptcy defaults^ Thus, "section 559 allows protected parties to 
act upon ipso facto clauses."® 

In addition, section 555 of the Bankruptcy Code provides the tool for the non- 
defaulting repo participant to exercise its contractual right to close-out, terminate or 
accelerate a "securities contract."^ "Such a close-out or liquidation typically entails 
termination or cancellation of the contract, fixing of the damages suffered by the non- 
defaulting party based on market conditions at the time of the liquidation, and 
accelerating the required payment date of the net amount of the remaining obligations 
and damages."^ 

Finally^ as part of the Bankruptcy Abuse Prevention and Consumer Protection 
Act of 2005, Congress expanded the definition of "repurchase agreement" to include the 
transfer of "mortgage related securities (as defined in section 3 of the Securities 
Exchange Act of 1934), mortgage loans, [and] interests in mortgage related securities or 
mortgage loans."* 

Section 101(47) of the Bankruptcy Code contains the definition of a repurchase 
agreement. A repurchase agreement is an agreement, including related terms, which (i) 

*ld. 

= W. 

* As defined in 11 U.S.C. § 74] . 

’’ 5 Collier On Bankruptcy H 555,04. 

8 11 U.S.C. § 101(47). 
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provides for the transfer of one or more mortgage loans or interests in mortgage loans; 
(ii) against the transfer of funds by the transferee of such mortgage loans or interests in 
mortgage loans; (iii) with a simultaneous agreement by such transferee to transfer to the 
transferor thereof mortgage loans or interests mortgage loans; (iv) at a date certain not 
later than 1 year after such transfer or on demand; and (v) against the transfer of funds’ 
No other criteria are set forth in tire statute for a contract to be considered a repurchase 
agreement under the Bankruptcy Code. 

The definition of repurchase agreement is incorporated into section 559 of the 

Bankruptcy Code. As noted earlier, since 1982, Congress has enacted a number of 

amendments to the Bankruptcy Code to preserve the liquidity of the repo market by 

exempting repurchase agreements from significant provisions of the Bankruptcy Code. 

Section 559 and its companion statute, section 555, presen'e market liquidity by 

providing a "safe harbor" tor non-defaulting repo participants "to terminate, liquidate 

or accelerate . , . repurchase agreements with the bankrupt or insolvent party."’” 

Indeed, the legislative history of the 2005 amendments specifically provides that: 

The reference to "repurcha.se and reverse repurchase transactions" is 
intended to eliminate any inquiry under section 555 and related 
provisions as to whether a repurchase or reverse repurchase transaction is 
a purchase and sale transaction or a secured financing. Repurchase and 
reverse repurchase transactions meeting certain criteria are already 
covered under the definition of "repurcliase agi’eement" in the Bankruptcy 
Code.ii 


’Id, 

'» H,R. Rep. 109-31, pt. 1, at 133 (2005). 
u Id. at 130. 
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Mr. Bachus. Thank you. 

Mr. Grosshandler? 

TESTIMONY OF SETH GROSSHANDLER, PARTNER, CLEARY 
GOTTLIEB STEEN & HAMILTON LLP, NEW YORK, NY 

Mr. Grosshandler. Thank you, Chairman Bachus. Thank you 
for having me here. You have my written testimony. I am not going 
to repeat what is in there. The only reference to the written testi- 
mony I want to make is to thank my colleagues Knox Mcllwain and 
Timmy Coldorovo who put it together in such short order. 

I was the co-chair with Judge Peck of the Lehman bankruptcy 
of the ABI Safe Harbors Committee that Judge Sontchi was on as 
well. And we started that a few years ago, and we were given by 
the ABI commissioners several pages of topics to cover. We could 
not get to them all. This is a very, very complicated topic, the safe 
harbors, the treatment of financial contracts in bankruptcy. 

Part of that has to do with there are lots of different players in- 
volved, and you may have different answers depending on who the 
players are, so you have systemically important financial institu- 
tions. You have hedge funds. You have industrial companies. You 
have individuals on the debtor side. It may depend on who the 
creditor is. Is the creditor a securities clearing agency, like DTC, 
or is it a non-dealer party? And there are different policy consider- 
ations depending on who you are talking about on the debtor and 
on the creditor side. 

Although we had many disagreements among the committee 
members, there were several things we agreed on. First of all, real- 
ly complicated. Could not get it all done in the time we had. And 
then, the safe harbors do derogate from the general principles of 
the Bankruptcy Code, and that needs to be justified, right? And the 
justification, and different people on the committee disagreed as to 
what was and was not justified under these standards. But I think 
that the basic standards were agreed to, which is the safe harbors, 
if they promote stability and liquidity, that those are things that 
might justify derogating from the usual rules of the Bankruptcy 
Code. 

I think people generally agreed that the derivatives, creditors, 
and repo creditors, at least some of them, maybe not the whole 
loan repo creditors. I disagree with Judge Sontchi on that, but we 
can talk about that if you would like. But that some of the risks 
they face are different from other creditors under the Bankruptcy 
Code, and, therefore, at least some of the safe harbors were justi- 
fied under those standards. 

The safe harbors also underpin very important markets. The de- 
rivatives market, the repo market, they might not cease to exist if 
you got rid of the safe harbors, but they would certainly shrink a 
lot. And is that good or bad depends on a lot of things. 

And one of the problems with just getting rid of the safe harbors 
is it is a very blunt instrument because it would basically mean ev- 
erybody is not safe harbored as opposed to, for instance, regulatory 
change. So if you look at short-term funding transactions, like 
repos, the Federal Reserve Board is all over it, in terms of greater 
liquidity requirements, capital requirements, that sort of thing, to 
give a disincentive to over reliance on those kinds of transactions, 
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whereas just getting rid of a safe harbor under the Bankruptcy 
Code, again, would be a very blunt instrument. 

I think an interesting example is insurance insolvency, not the 
subject of this Committee. It is State law. Insurance insolvency is 
governed by State law. 

Little known to most people because why would they be focusing 
on this, but in the past 5 years, at least 10 States have enacted 
new safe harbors for insurance company insolvency for derivatives 
and repos. We are up to about 20, 22 now. But the bulk of that 
has happened since the financial crisis. Why? It is the insurance 
companies, the users of those products that wanted the safe har- 
bors to have access to those markets because Wall Street was un- 
willing to give them access or limited access because of the risk. 
So this is not only about protecting Wall Street. It is also end users 
like insurance companies who want the safe harbors. 

All that being said, there are clearly issues with everybody liqui- 
dating all at once. You want to avoid that if you can. In Lehman, 
I think that that actually helped prevent more contagion. If all the 
creditors had been stayed from exercising their rights, there would 
have been a lot of problems. But the liquidations caused their own 
problems, of course. 

So I think mechanisms that achieve continuity — Chapter 14, the 
Federal Deposit Insurance Act, single point of entry — all of these 
designed to avoid close out and are very, very good things. The key 
to them working from a creditor perspective is that there is some- 
body who is creditworthy who is able to continue the performance, 
and that is not only balance sheet creditworthiness. It is liquidity, 
liquidity to be able to perform. 

And then the final thing I would say is to the extent that Con- 
gress believes that changes to the fundamental safe harbor provi- 
sions are necessary, we need to be very careful. It is really com- 
plicated. There are a lot of international aspects to this. There are 
safe harbors around the world, capital implications for financial in- 
stitutions. 

And the final thing is on the committee we dealt with a number 
of issues, the really hard issues like the scope of the repo exemp- 
tion. There was a lot of division. There were several other issues 
that we picked first because it was so-called low hanging fruit 
where there was actually a lot of agreement about changes that 
would make the safe harbors better for America. Thank you. 

[The prepared statement of Mr. Grosshandler follows:] 
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Chairman Bachus, and members of the committee: 

Thank you for inviting me to testify today. I am Seth Grosshandler, a partner at Cleary 
Gottlieb Steen & Hamilton LLP in New York City. I am co-chair of the Financial Contracts, 
Derivatives and Safe Harbors Advisory Committee to the American Bankruptcy Institute’s 
Commission on the Reform of Chapter 1 1 and a member of the Legal Advisory Panel advising 
the Financial Stability Board on resolution questions. I represented the Securities Industry and 
Financial Markets Association in connection with the financial contract netting provisions of the 
Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (for bank insolvency) and 
the Bankruptcy Code amendments of 2005 and 2006. I previously testified with respect to the 
2005 Bankruptcy Code amendments before the Subcommittee on Commercial and Administrative 
Law of the House Judiciary Committee in 1999. 

A large portion of my practice is dedicated to working on resolution plans for large 
financial institutions required under Section 165(d) of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (“Dodd-Frank Act”), which has allowed me to spend considerable time 
thinking about the resolvability of financial institutions, I have also been actively engaged with 
both market participants and regulators in the development and implementation of innovative 
approaches to financial company insolvency, such as “bail-ins” and single-point-of-entry 
resolution strategies. 1 also dedicate a substantial part of my practice to cleared and uncleared 
over-the-counter derivatives and other financial contracts, ensuring that close-out and other rights 
are protected in the event of an insolvency. I appear before you today in my individual capacity. 
The views I express are entirely my own, and not those of Cleary Gottlieb Steen & Hamilton LLP 
or any client or organization with which 1 am affiliated. 
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This experience has led me to the conclusion that the Bankruptcy Code safe harbors' serve 
a vital role in promoting systemic stability and resilience, have significantly increased the 
availability to end-users of derivatives and repurchase agreements and the liquidity of these 
transactions and related assets, have reduced the cost of transactions to end-users and have 
decreased the cost of financing to issuers of assets. The safe harbors protect counterparties under 
a wide variety of financial contracts, including contracts for the purchase or sale of securities and 
commodities, derivatives contracts, such as swaps and forwards, and repurchase agreements on 
securities and mortgage loans (collectively, “Safe Harbored Contracts”).^ These contracts are 
used both by major financial market participants, such as dealers, banks, mutual funds, hedge 
funds and pension funds, and by businesses in the “real economy.” The benefits of the safe 
harbors accrue not only to users of Safe Harbored Contracts, but to issuers of assets and 
borrowers under loans financed by Safe Harbored Contracts. In particular, the safe harbor for 
repurchase agreements on residential mortgage-backed securities and whole loan mortgages 
serves to reduce the cost of mortgage financing to homeowners. 

The risks related to Safe Harbored Contracts, which are secured by (or reference) financial 
assets and commodities, the value of which can change rapidly, are fundamentally different from 
the risks related to other contracts; the protections afforded by the safe harbors are aimed at 
reducing the risks unique to Safe Harbored Contracts. These protections are especially important 
to central counterparties, who facilitate and reduce risk in markets for Safe Harbored Contracts by 
interposing themselves between parties to such contracts (acting as the “buyer” to the “seller,” 
and the “seller” to the “buyer”). By protecting counterparties’ rights to terminate their Safe 

' See 1 1 U.S.C, SS .S62(b)(5), (7), (17), (27), 362(o), 54<i(c)-(j), 548(d)(2), 55.3(a)(2)(B)(ii), (a)(3)(c), (b)(1), 555, 556. 
559, 560. 561, 562. 753 and 767 (2012). 

^ See II U.S.C, §§ 101(25) (forward contract). (38A) (master netting agrccmcnl). (47)(rcpurcliasc agrccincnl). (53B) 
(swap agreement). 741 (securities contract). 761(4) (commodity contract) (2012). 
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Harbored Contracts, net amounts owing between the parties, and to exercise rights against related 
collateral, the Bankruptcy Code safe harbors serve as a firewall, ensuring that the failure of one 
party does not expose its counterparties to excessive, unquantifiable and therefore un-hedgeable 
risks. This firewall has been effective in allowing major market participants, such as Lehman 
Brothers, MF Global and Enron, to exit the market without causing cascades of failures 
throughout the financial system as a result of Safe Harbored Contracts. Of course, the Lehman 
banlcruptcy did create risks in the financial system, but they, by and large, were not related to Safe 
Harbored Contracts, and the risks to counterparties and the financial system would have been far 
greater without the safe harbors. 

One of the tangible effects of the safe harbors under “business as usual” conditions, that is, 
prior to a bankruptcy, is the increase of the liquidity of Safe Harbored Contracts, which reduces 
both the cost of these transactions and the costs to the issuers of the assets underlying the 
transactions — the securities or commodities being bought or sold, the mortgages and credit card 
receivables being financed, the risks being hedged. These benefits flow directly from the 
certainty provided to market participants that, in the event of the failure of their counterparty, they 
will be able to realize the value of their bargained-for security, crystalize their loss and hedge the 
risk related to their counterparty’s failure. 

It should be noted, however, that, in the context of systemically important financial 
institutions, immediate close-out may not be the ideal approach. While risks to the financial 
system would be far greater if counterparties could not immediately close out, the wide-spread 
and immediate liquidation of contracts and collateral following the failure of a major financial 
institution can negatively affect markets for less liquid assets. Indeed, this dynamic was present 
for certain parts of Lehman’s book of Safe Harbored Contracts and increased losses to the 
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Lehman estate. Instead, an approach that provides for the continuity of Safe Harbored Contracts 
would be preferable in the case of a failed systemically important financial institution, as it would 
avoid immediate close-outs. I discuss possible approaches at the end of this testimony. However, 
the risks associated with counterparty contagion that the safe harbors mitigate are far more 
detrimental to the financial system than the effects of widespread close-outs. Therefore, even if 
mechanisms for promoting the continuity of Safe Harbored Contracts upon the failure of a 
systemically important financial institution cannot be achieved, the current safe harbors should be 
preserved. 

Safe Harbors Reduce Systemic Risk bv Protecting Against Contagion 

Systemic risk can manifest itself in a variety of ways. One example is the risk that the 
failure of one financial institution could cause a chain reaction of failures in the financial system 
because of the high degree of interconnectedness within the system. Interconnectedness is 
inherent in financial markets and the business models of many financial market participants, 
especially dealers or “market makers.” Because there are always at least two parties to any Safe 
Harbored Contract, major financial market participants are by definition interconnected to one 
another and, generally, to non-financial companies as well. Similarly, many of the Safe Harbored 
Contracts that market participants enter into are related or connected to other of their own Safe 
Harbored Contracts. For example, dealers and other major market participants generally seek to 
hedge market exposure. Thus, if they are exposed to a risk under one Safe Harbored Contract 
they will attempt to hedge that risk under a matching and offsetting Safe Harbored Contract (or on 
a portfolio basis), creating a web of interconnected financial contracts. 
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While interconnections can be reduced (and industry and regulators have indeed been 
taking steps to reduce interconnections), they cannot be eliminated. When considering how to 
address systemic risk, the question therefore becomes how the risks associated with such 
interconnections are handled during the insolvency of one of the parties to a transaction. While 
the safe harbors do not address all aspects of systemic risk, they have proven to be very effective 
in containing the risk of contagion by allowing counterparties to terminate volatile financial 
contracts with the debtor quickly, thus limiting their exposure to possibly catastrophic losses from 
the failure of the debtor. This is the very reason why Congress enacted the safe harbors in the 
first place. ^ 

The effectiveness of the safe harbors in containing contagion was demonstrated during the 
bankruptcy of Lehman Brothers. None of Lehman Brothers’ counterparties (many financial 
institutions among them) failed because of losses under Safe Harbored Contracts with Lehman.’' 
Almost all counterparties exercised their safe harbored rights to terminate, net and exercise rights 
against collateral, with only approximately 3% of Lehman’s derivatives book remaining 
outstanding after three months following its bankruptcy petition.’ If these counterparties were not 


^ See e.g.. Bankruptcy Law and Repurcliase Agreements: Hearing on H.R. 2852 andH.R. 3418 Before tlie Subcomm. 
on Monopolies and Coimiicrcial Law of llic H, Coinin. on ihc Judicial)'. 98Ui Cong, 19 (1984) (slalcmcnl of Hon. 
Walter E. Fauntioy) CThe great fear is tliat a chain reaction would result because of the complex interrelation of 
many transactions and firms, putting at risk hundreds of billions of dollars and threatening the sol\'enc\- of many 
insliUilions.”); H.R. RjiP. 97-420, at 1 (1982), reprinted in 1982 U.S.C.C.A.N. 583, 583 (staling lliat die 1982 safe 
liarbor amendments "are necessan- to prevent the insolveuc^'^ of one coiiimoditv’ or securifr firm from spreading to 
other fimis and possible |sic| ihrcalciiing the collapse of the alTcclcd itiarkci”)- Bankruplcv Rcfomi Act of 1978: 
Hearing on S. 2266 and H R. 8200 Before the Subcomm. on Improvements in Judicial Macliinen- of the H. Comm, 
on Ihc Judicial), 95lli Cong. 524 (1978) (slalcmcnl of Sluart D. Rool. Esq.) (staling that ihc absence of closc-out 
rights for futures coimnission merchants would ha\’e “a potential domino effect"), avoilohle at 
http:/Avw^v.archiye.org/stream/bankruptcyreforml978unit/bankruptc>'reforml 978unit_djyu.txt. 

Kimberly Ann Summe, Lessons Learned from the Lehman Bankruptcy, in Endtxg Govf.rxmentBattguts as We 
Know Them 59, 77 (2010), available at 

http://media. hoover, org/sites/default/files/documents/Ending_Govemment_Bailouts_as_We_Kno\v_Them_59. pdf. 

- Id. at 79. 
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protected by the safe harbors, these positions would have been indefinitely frozen, causing 
potentially catastrophic capital and liquidity implications for counterparties in addition to any 
losses under the contracts. While subsequent failures (and near-failures) occurred during the 
financial crisis, they had other causes — mainly losses caused by outsized exposures to the 
subprime mortgage market and the seizure of the inter-bank credit market. The effects of these 
dynamics were exacerbated by the political uncertainty caused by letting Lehman fail, while 
shoring up other institutions, which led to or exacerbated runs on not just broker-dealers, but on 
insured depository institutions (the first time runs had occurred since the Great Depression). 

The effectiveness of the safe harbors in containing contagion was evident in the 
insolvencies of other financial companies, such as the failures of MF Global in 201 1 and Enron in 
2001 . MF Global was a leading broker in a variety of U.S. and European commodities markets, 
but was able to exit the market safely and without disrupting financial markets.® Enron was a 
party to one out of every three gas transactions and one out of every five electricity transactions in 
the United States, ^ Despite this massive and unrivaled market presence, no other major financial 
institution failed as a result of Enron’s bankruptcy. 

Repealing or Substantially Narrowing the Safe Harbors Would Have Significant Negative 
Effects on Counterparties and Markets Related to Safe Harbored Contracts 

The safe harbors are not a silver bullet against all systemic risk, but repealing them or 
substantially narrowing them would eliminate the most effective tool for addressing the risk of 

^ Jack Farchy. A/F Global 's Demise Felt by Commodities Exchanges^ FT, COM (Nov. 1, 2011). 
http://wwvv.ft.eom/intl/cins/s/0/4 18fa2f2-046c-l lcl-ac2a-00144fcabdc0,html?sitccdition=uk#ax772vviK4MXNO- 

Committcc on Governmental Affairs Members and Staff, Committee StafFTmestigation of the Federal Energv- 
Regulator}- Commission's 0\’ersiglit of Enron Coip. 19 (2002), available at 
http://fll .findlaw.com/news.findlaw .com/hdocs/docs/enron/1 1 1202fercmemo.pdf 
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contagion. This would decrease the resilience of financial markets and increase the risks to 
financial market participants, thereby increasing systemic risk. 

Absent safe-harbor protection, counterparties would be subject to the Bankruptcy Code’s 
automatic stay and assumption/rejection powers, which would subject Safe Harbored Contract 
counterparties to a variety of risks. Unlike other contracts, the value of Safe Harbored Contacts 
typically can change rapidly based on the fluctuating value of the underlying assets or collateral, 
prevailing market conditions and other factors. The inability of counterparties to terminate such 
contracts and foreclose on collateral exposes them to risks that cannot be hedged effectively. If 
the debtor is given the right to assume or reject Safe Harbored Contracts in bankmptcy, this 
effectively gives the debtor an indefinite option to perform or terminate the contract, making it 
impossible to effectively hedge the related risks in an adequate manner It could also potentially 
give the debtor the right to “cherry pick” between contracts, exacerbating losses to creditors. 
Although the Bankruptcy Code provides protections to secured creditors, the mechanisms are not 
timely enough and are too cumbersome to obtain to effectively protect counterparties under 
volatile Safe Harbored Contracts, especially on a large scale, such as during the failure of a 
systemically important financial institution. 

For example, a party who is owed 100 by the debtor at the time of the debtor’s insolvency, 
and who has 105 in collateral, would be protected from risk if it could immediately terminate the 
contract, realize on 100 of the collateral and return the remaining 5 of collateral. However, if the 
counterparty is unable to tenninate, and the value of the contract changes such that the debtor 
owes the counterparty 120 and additional collateral is not posted, the counterparty is exposed to a 
loss of 1 5. Similarly, if the value of the collateral were to decrease to 80, and the debtor did not 
post additional collateral, the counterparty would be exposed to a loss of 20. Further, the 
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increased loss for the counterparty would result in a larger claim against the estate, which would 
potentially reduce recoveries for other creditors of the estate. 

The inability to exercise close-out rights is particularly problematic where a counterparty 
has entered into back-to-back or related transactions. For example, a dealer or market maker 
generally will have entered into one or more offsetting transactions to eliminate its financial 
exposure and lock in a spread; the receipt of a payment under one contract offsets the obligation 
to make payments under the related contracts. A debtor’s failure to post margin or make other 
payments required under the contract puts an immediate liquidity pressure on the counterparty. 
This liquidity pressure creates an immediate risk for counterparties, over and above any ultimate 
loss that may be realized on the contract. It is therefore critical for the non-defaulting party to 
close out contracts with the debtor, liquidate the collateral and use the proceeds to replace the 
position with a solvent, creditworthy counterparty. These risks do not exist nearly to the same 
extent for other creditors in bankruptcy. For example, the value of a loan secured by plant, 
property or equipment is not likely to change rapidly after the filing for bankruptcy. 

These risks are particularly acute with respect to central counterparties, which interpose 
themselves between parties to Safe Harbored Contracts. Central counterparties reduce risk to the 
system and to clearing members by reducing net exposures and by maintaining collateral and 
other loss-absorbing mechanisms that prevent losses from being propagated through the financial 
system. Central counterparties therefore serve a role similar to that of the safe harbors — as a 
mechanism for containing contagion. But central counterparties can serve this risk-reducing 
function only if they can quickly close out Safe Harbored Contracts to contain and manage their 
own risk — otherwise, central counterparties become a vector for systemic risk. 
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One of the primary effects of the certainty and protections afforded by the safe harbors is 
to increase the liquidity of markets for Safe Harbored Contracts, which reduces the costs of both 
the safe harbored transactions and the costs to the issuers of the assets underlying such 
transactions. The history of the repurchase agreement market and the related safe harbor 
demonstrates well this dynamic. In the early 1980s, the securities dealers underwriting the 
issuances of U.S. Government debt (the so-called “primary dealers”) financed their purchases of 
Treasuries by entering into repurchase agreements on the purchased securities with other market 
participants in reliance on the “securities contract” safe harbor. In 1982, the Lombard-Wall 
bankruptcy case threw a shadow over the safe-harbor protection for repurchase agreements by 
holding that they were to be treated as secured loans rather than purchases and sales of securities 
and were thus subject to the automatic stay." The uncertainty that the case created had a 
substantial effect on the repurchase agreement market — the volume of repurchase agreement 
transactions dropped and the cost rose.’ As a result, there was a measurable increase in the U.S. 
Treasury’s borrowing costs and the cost of financing the U.S. debt. Concerned that the lack of a 
robust and liquid repurchase agreement market would impair the U.S. Government securities 
market, Congress created the safe harbor for repurchase agreements in 1984.'“ 


^ Lombard-Wall Inc. c. Columbus Bank & TrustCo.,^ 0 . 82 Bli556 (Bankr. S.D.N.Y., Sept. 16. 1982) (bench 
decision). Courts in later decisions nilc to tlic contrai>’. See e.g.,ln re ResUJenfial Resources, 98 B.R. 2 (Bankr, D. 
Ariz. 1989). 

Bankruptcy Law and Repurchase Agreements: Hearing on H.R. 2852 and H.R. 3418 Before the Subcomm. on 
Monopolies and Cximincrcial Law of the H. Comm, on Ihc Jiidiciai> , 98lhCong. 19 (1984) (slalcmcnt of Hon. Walter 
E. Fauntioy) (acknowdedgmg tlie “major impact"’ the ruling had on the repurchase agreement market and tlie resulting 
increase in repurchase agreement inicrcsl rales); Bankruptcy Law and Repurchase Agrccmcnls: Hearing on H.R, 

2852 and H R. 3418 Before tlie Subconmi. on Monopolies and Commercial Laiv of the H. Comm, on the Jiidiciarj'. 
98th Cong. 48 (1984) (statement of Peter D. Stemlight, Executive Viix President of the Federal Rcscrv^c Bank of New 
Y ork) (stating tliiit, m the ctfteniicith of the Loihbard-Wall case, some repurcliase agreement participimts withdrew 
from the market and repurchase agreement financing costs were negatively affected). 

"’Id at 18-19. 
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Lombard-Wall’s effect on the repurchase agreement market demonstrates what would be 
the result for other Safe Harbored Contracts were their safe-harbor treatment eliminated or scaled 
back: the price of such transactions would increase, liquidity would decrease and the markets for 
such contracts would undoubtedly shrink. In my experience, financial market participants simply 
would not enter into certain Safe Harbored Contracts without the protection afforded by the safe 
harbors, meaning that markets for those contracts could virtually disappear. Because of the direct 
and dramatic effect that eliminating or substantially narrowing the safe harbors would have on 
markets for Safe Harbored Contracts, a decision to proceed with such revisions equates to a 
detennination that these markets do not provide value to the financial system or the broader 
economy and thus can be curtailed or eliminated. 

The benefits of the safe harbors are also evidenced by the fact that many states have very 
recently — since the financial crisis — incorporated safe-harbor protections into their laws 
governing the insolvency of insurance companies. Rather than being subject to the Bankruptcy 
Code or other federal insolvency law, insurance companies are subject to state “rehabilitation” 
regimes, many of which did not originally contain safe harbors for financial contracts. As of 
2013, at least 21 states had added safe-harbor protections to their insurer insolvency laws, and 
most of these safe harbors have been added since 2008. My understanding is that the drive to 
enact these reforms came from the insurers themselves (rather than from the banks and dealers) in 
an effort to gain broader and more cost-effective access to markets for Safe Harbored Contracts, 
such as repurchase agreements and swaps. 

Elimination of the safe harbors could also affect the funding profile and stability of 
financial companies, including systemically important financial institutions. In the absence of 
safe harbors, the preference of parties providing funding would likely be for very short-term 
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transactions in order to reduce the likelihood of being trapped in term transactions upon a 
counterparty’s failure. Further, all counterparties — secured and unsecured, short term and long 
term — would be more likely to stop engaging in new transactions li.e. , to “run”) at the first sign 
of weakness, making entities less stable and resilient. The safe harbors, therefore, provide 
counterparties the comfort necessary to engage in longer-term transactions and to continue to 
engage in transactions with a financial company notwithstanding signs of weakness. 

Last but not least, the United States is not alone in providing safe-harbor protections for 
financial contracts. Since the financial crisis, numerous international bodies have considered the 
issue of systemic risk and financial company insolvency. The resounding consensus has been in 
favor of broad safe harbors for the termination of financial contracts, netting of amounts owing 
and realization on related collateral if such contracts cannot be transferred to a creditworthy 
successor within one or two days. This approach was enshrined in the Financial Stability Board’s 
“Key Attributes of Effective Resolution Regimes for Financial Institutions,” which was endorsed 
by the Group of Twenty Finance Ministers and Central Bank Governors (the G20) and serves as 
the global standard for financial company insolvency regimes in the developed world." This 
approach was based on the financial contract safe harbors under the bank insolvency provisions of 
the Federal Deposit Insurance Act and the Orderly Liquidation Authority provisions of the Dodd- 
Frank Act, which served as models for the “Key Attributes.” Both the Basel Committee on 
Banking Supervision and the International Monetary Fund, among others, support this approach. 

Outside the sphere of financial company insolvency, there has been broad international 
support for safe harbors as effective means of protecting financial markets and cabining 

' ’ Financial Stability Board. Key Attributes of Effective Resolution Regimes for Financial Institutions (2011), 
available ut https://www.financialstabilityboani.org/publications/r_nt I04cc.pdf 
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contagion. According to data from the International Swaps and Derivatives Association, Inc., as 
of 2010, there were thirty-seven jurisdictions allowing a non-defaulting party the right to 
terminate and net obligations under derivatives contracts in the event of insolvency.*^ Any action 
by the United States to scale back on the safe harbors would be at odds with the international 
trend towards providing robust safe harbor protections. More importantly, it would put U S. firms 
at a significant competitive disadvantage. 

More Taraeted Measures Should be Pursued 

Some have criticized the safe harbors and argued for their repeal, citing among other 
things the creation of skewed incentives and potentials for distortions in asset markets. These 
criticisms are particularly prevalent in academic circles. To the extent any such criticisms are 
justified, and that they outweigh the safe harbors’ unquestionable benefits to the stability of 
financial markets, such risks should be addressed directly, through targeted means, and not by the 
blunt instrument of repealing or narrowing of the safe harbors. 

Take for example the criticism that the safe harbor for repurchase agreements has created 
an incentive for large financial institutions to rely excessively on short-term repurchase 
agreements rather than on other forms of funding.*** The banking and securities regulators are 
uniquely positioned to address any such issues. In fact, regulators have already taken steps to 
reduce reliance on short-term funding through tougher capital and liquidity requirements,** and 

’’David Mengle, The Importance of Close-Oiit Netting, ISDA Research Note, No. I (2010), available at 
hUp://\v\vvv.isda.org/rcscarchnolcs/pdr/NcUing-TSDARcscarcliNolcs-l -2010. pdf 

Mark J. Roc, Slalcincnl (o Ihc Subcoimiiiticc on Regulatory Refonn, Commercial and Anlilrusl Law of (he 
Conmiittee on the Judiciaiy' of tlie House, Tlie Bankruptcy Code and Finmicial Institution Insolvencies (Dec, 3, 

2013), available at http://iudiciary .house. go\7_fllcs/llcarings/l 13th/l 20320 13_2/Roc%20Tcstimony. pdf 

’’’ See Rcgulalory Capital Rules: Rcgulalory Capital, Tinplcincniation ofBascl III, Capital Adequacy, Transilion 
Provisions. Prompt Corrective Achon, Standardized Approach for Risk-w eiglited Assets. Market Disciphne and 
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plan further action.'^ These rules address specific concerns about the funding profile of major 
financial institutions without increasing risks to counterparties that would arise if the safe harbors 
were instead narrowed or eliminated. 

Consider also the criticism that the wide-spread close-out that can occur upon the failure 
of a systemically important financial institution can have negative effects on markets for less 
liquid collateral. Rather than eliminating the transactions in question, by narrowing or 
eliminating safe-harbor protection, I would encourage the committee to explore mechanisms that 
provide for the continuity of such transactions and that avoid close-outs. A case in point is the 
Federal Deposit Insurance Acfs treatment of Safe Harbored Contracts, which facilitates the 
transfer of a failed bank’s portfolio of Safe Harbored Contracts to a creditworthy successor — a 
successor that is solvent from a capital perspective and that has the liquidity to meet its 
obligations. Similar concepts exist under the Securities Investor Protection Act, which facilitates 
the transfer of a failed broker-dealer’s “customer” property and transactions to a successor broker- 
dealer, and Subchapter IV of Chapter 7 of the Bankruptcy Code and the Commodity Futures 
Trading Commission’s Part 190 Rules thereunder, which similarly facilitate the transfer of a 
failed commodity broker’s “customer” property and transactions to a successor commodity 
broker. Indeed, the recent “Chapter 14” bill proposed just such a mechanism in the context of 
special bankruptcy proceedings designed to allow financial institutions to restructure rather than 


Disclosure Requirements. Advanced Approaches Risk -Based Capital Rule, and Market Risk Capital Rule, 78 Fed, 
Reg. 62,018 (Ocl. 1 1, 2()l.i), available at hl(p://w\v\v.gpo.gov7rdsy s/pkg/FR-20 12-1 0-1 l/pdr/201. S-2 1652. pdf; 
LiquidiW Coverage Ratio. 78 Fed. Reg. 71.818 (Nov. 29, 2013) (Proposed Rule), available at 
hllp://wwvv.gpo.gov/rdsys/pkg/FR-2012-l l-29/pdr/20l3-27082.pdr. 

See Daniel K. Tarullo, Speech a( the Americans for Financial Refonn and Economic Policy Inslilulc Conrcrcncc 
(Nov. 22, 2013) (mdicating tlie need to address short-term wholesale frmding tlrrough regulation and outlining 
possible regulatory' approaches) , available at 

http:/Avwyv.federalreserv'e.gov/rrewsevents/speech/tamllo20131122a.litm. 
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liquidate."’ Such approaches may ultimately prove the most effective at reducing the systemic 
risks associated with the failure of a major financial institution. 

Finally, as noted at the beginning of my testimony, there are many aspects to systemic 
risks. Some have argued that because the Dodd-Frank Act and related regulatory efforts are 
aimed at reducing systemic risk, that there is no longer any justification for the safe harbors and 
that they should therefore be repealed. At best, this argument fails to distinguish among the 
various aspects of systemic risk. As I have described, the safe harbors are aimed at preventing 
failures from cascading throughout the financial system — one form of systemic risk. But as the 
2008 financial crisis demonstrated, there are many other forms of systemic risk. The Dodd-Frank 
Act reforms are largely aimed at reducing other forms of systemic risk.*^ The fact that other 
aspects of systemic risk are being addressed through other regulatory means does not mean that 
the safe harbors are no longer justified or that they are no longer needed as a bulwark against 
cascading failures. To the contrary, the multiple aspects of systemic risk require that we deploy a 
variety of defenses. 

Conclusion 

In conclusion, the safe harbors should not be narrowed or repealed because they serve an 
important role in preventing the spread of financial contagion throughout financial markets. The 
certainty that these protections provide has created robust and liquid markets for Safe Harbored 

Taxpayer Protection and Responsible Resolution Act, S. 1861, 113th Cong. (2013). 

' Wliile tire '‘single-counterparty credit limit" requirement of Section 165 of tire Dodd-Frank Act is aimed at 
reducing inlcrcomicclcdncss. it would of course not eliminate it. The safe harbors would still be ncccssar> (o address 
counterparty' contagion risk under the remaining interconnections. Fuitlier, w'hile the Orderly Liquidation Autliority' 
provisions of the Dodd-Frank Act do address contagion risk, the Dodd-Frank Aet provides that the Bankmptey' Code 
remains the preferred me;ms of addressing firutneial company' failures. Accordingly, it carmot be said to address 
contagion risk other than in the extreme cases in which it w'as designed to be used. 


15 



48 


Contracts. This is not to say that the safe harbors cannot be improved upon. The Financiai 
Contracts, Derivatives and Safe Harbors Advisory Committee, which i co-chaired with Judge 
James Peck, recommended to the American Bankruptcy Institute’s Commission on the Reform of 
Chapter 1 i a variety of potential improvements to the safe harbors. Other work is under way to 
deveiop mechanisms for providing continuity for financiai contracts during the faiiure of a major 
financiai institution and other improvements to the way the Bankruptcy Code addresses the failure 
of financial institutions. I encourage the subcommittee to consider these approaches when 
considering potential reforms to the Bankruptcy Code. 
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Mr. Bachus. Thank you. 

Ms. Vris? 

TESTIMONY OF JANE LEE VRIS, PARTNER AND GENERAL 
COUNSEL, MILLSTEIN & CO., WASHINGTON, DC 

Ms. Vris. Thank you. Thank you, Chairman Bachus 

Mr. Bachus. Mayhe pull that mike a little closer. It will actually 
put less of a strain on 

Ms. Vris. There we go. Is that better? 

Mr. Bachus. Yes, there you go. 

Ms. Vris. Okay, great. Thank you, and thank you. Ranking 
Member Johnson, as well for this opportunity to speak on behalf 
of the National Bankruptcy Conference. I am the chair of the Cap- 
ital Markets Committee there, and I am submitting for our testi- 
mony today position papers and proposed changes to the Bank- 
ruptcy Code that the conference has previously prepared. And 
these topics cover both safe harbors for, let us call them, the quali- 
fied financial contracts. By that I mean the derivatives, the swaps, 
the repos that you have been hearing about, as well as some form 
of bankruptcy proposal for treatment of SIFIs, the systemically im- 
portant financial institutions. 

So in a sense, I sort of appropriately sit in the middle here be- 
cause I am dealing both with the QFCs and safe harbors, as well 
as the Chapter 14 topic that I think you are going to be hearing 
more about. 

I will start with the SIFIs. We recognize in the conference that 
SIFIs face extraordinary challenges in bankruptcy. Ordinarily the 
mission in bankruptcy, and I think the Bankruptcy Code does a 
good job of this, is to preserve asset value for the benefit of all of 
the constituents. The automatic stay is a key component of that 
protection. It protects the debtor’s assets from actions of creditors 
that would otherwise allow them to get at the assets, favor the first 
to act creditors, and leave less value behind for the other creditors. 

When a SIFI files, we are concerned that to some extent the re- 
verse happens, that the filing itself can trigger a loss of asset value 
to the detriment of all parties concerned. I think it is important to 
think for a moment what we mean when we say “when a SIFI 
files.” By that I mean a parent holding company whose assets are 
the equity in operating subsidiaries, institutions like banks, insur- 
ance companies, broker dealers. So it is the parent that we are fo- 
cusing on when we talk about bankruptcy solutions, including, I 
think you will hear, for Chapter 14 type solutions. 

The parent when it files has its assets protected by the automatic 
stay, but the operating subsidiaries do not have the benefit of the 
same protection. First, many of them are not eligible to file. Insur- 
ance companies, banks, they cannot file for bankruptcy under any 
chapter. Some subsidiaries can file, but only liquidation, and one 
conducted by a trustee, which is not really conducive to maximizing 
asset value for anybody. 

So for these reasons when the parent files, the regulated subsidi- 
aries may be seized by their regulators, both here in the U.S. and 
abroad. Even if they are not seized, parties who have deposits with 
the banks are likely to demand their deposits back, a lack of con- 
fidence in the SIFI. And parties who may previously have been ex- 
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tending short-term financing are likely to stop extending that fi- 
nancing to those enterprises. All of this increases the need for li- 
quidity at the subsidiaries at the same time that liquidity is no 
longer available to those subsidiaries. In these circumstances, 
value dissipates quickly. 

We think that the safe harbors for QFCs to some degree contrib- 
utes to this dynamic. Even at the parent level the counterparties 
are not bound by the automatic stay. They may seize collateral, as 
you heard from the judge. They may sell the collateral, and they 
may terminate contracts. Not only at the parent level, but because 
the parent often guarantees these qualified financial contracts on 
behalf of its subsidiaries, when the parent files, because it is a 
guarantor, that can trigger the rights of the counterparties down 
at the subsidiaries to also terminate contracts, grab collateral. So 
as a consequence, when the parent files, there is a ripple effect 
throughout the entire enterprise that can cause assets to dissipate 
and also increase the need for the liquidity. 

We have thought about the ways in which the Bankruptcy Code 
could be modified to help a SIFI when it files. We support some 
limited modifications to the safe harbors. We think that would be 
beneficial. But we do not support the wholesale revocation of those 
safe harbors. We do recognize the single point of entry, and I think 
you will hear more about this, framework for a bankruptcy solution 
for SIFIs. Its chief component is allowing assets to be moved rap- 
idly away from the parent, and to allow new management, and 
with the help and the input of regulators, to make fundamental de- 
cisions about how best to stabilize those subsidiaries away from the 
battleground that bankruptcy can sometimes be and that the par- 
ent will be under. 

However, even for the single point of entry solution to work, we 
think there must be a temporary stay of the safe harbors for the 
qualified financial contracts. And we also believe that the entire 
enterprise will need access to liquidity of some sort. And so, we 
think while the Chapter 14 single point of entry is a very positive 
development in the thinking about how to resolve SIFIs in bank- 
ruptcy and the Bankruptcy Code can be amended to incorporate 
that, we think it also requires some changes to the safe harbors 
and requires some access to liquidity. 

On behalf of the National Bankruptcy Conference, again I want 
to thank you for allowing us to present this testimony today. 

[The prepared statement of Ms. Vris follows:] 
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The National Bankruptcy Conference (the "Conference") appreciates the opportunity 
to participate in this hearing. The Conference is a voluntary, non- profit, non-partisan, self- 
supporting organization of approximately sixty lawyers, law professors and bankruptcy judges 
who are leading scholars and practitioners in the field of bankruptcy law. Its primary purpose is 
to advise Congress on the operation of bankruptcy and related laws and any proposed changes 
to those laws. 

The Conference has recognized that a failing systemically important financial 
institution (STFT) faces extraordinary challenges when it becomes a debtor under the Bankruptcy 
Code. In the bankruptcy circumstances considered unique to a SlFl, the debtor is a parent holding 
company whose chief assets are equity m regulated banks and broker dealers with operations both 
here and, in the case of global SlFIs (G-SlFIs), internationally. When the parent files, its 
regulated subsidiaries are likely to be seized by domestic and foreign regulators; depositors may 
demand their deposits and short term financing throughout the corporate family ceases to roll over, 
both increasing the need for liquidity and eliminating ready access to it; and remaining assets are 
sold, some rapidly, In these circumstances, value and liquidity throughout the entire corporate 
group dissipate quickly to the detriment of all constituents, and the resulting instability and “fire 
sale” of assets may threaten market confidence in other SlFls and the assets they hold. 

Contributing to this dynamic, a group of provisions in the Bankruptcy Code referred to as 
safe harbor provisions pennit (generally) counterparties to short-tenn repo financings, swaps and 
other derivatives to terminate agreements, set off obligations and seize collateral. Ordinarily, once 
a company becomes a debtor, the automatic stay under the Bankruptcy Code prevents parties from 
taking any of these actions, preserving asset value for the benefit of all creditors ratably in 
accordance with legal priorities. However, actions by counterparties to derivatives, or Qualified 


2 



55 


Financial Contracts (QFCs) (a term used elsewhere but not in the Bankruptcy Code), are to a 
meaningful degree exempt from the automatic stay. This freedom to act is firmly embedded in 
international forms for global transactions of this nature. In addition to being a party to 
derivatives itself, the parent holding company for the SIFT may have also guaranteed its 
subsidiaries’ derivative obligations. As a consequence, a bankruptcy filing by the parent STFl who 
is also a guarantor typically triggers a default under each of its subsidiaries’ derivative obligations, 
pemiitting the counterparty to demand cash collateral from the subsidiary or even to temiinate the 
derivative prematurely, generating termination obligations for the subsidiary. With access to 
capital constrained by the parent filing, these new demands can cause a subsidiary which is 
otherwise financially sound to buckle. It is only a matter of time before the failure of the 
guarantor parent assures either the seizure (for the regulated banking entities) or filing (for the 
other entities) of most if not all of its subsidiaries. 

The Conference has considered ways in which the Bankruptcy Code could be modified to 
avoid the meltdown described above without unduly interfering with the global derivatives market.^ 
1 have attached to my opening statement three resources reflecting the views of the Conference on 
these issues. The first is a letter from the Conference in January this year submitted to Senators 
Comyn and Tommey in response to S. 1 861 entitled the “Taxpayer Protection and Responsible 
Resolution Act (“TPRRA”). The letter recommended modifications to the TPRRA, some technical 
and some substantive, and identified in more detail than here the challenges a SIFT faces. The other 
is testimony 1 presented on behalf of the Conference to the American Bankruptcy Institute 
Commission to Study the Reform of Chapter 1 1 in May of last year. The testimony summarized 

^ The Dodd-Frank Wall Street Reform and Consumer Protection Act (the "Dodd-Frank Act") has created a 
mechanism for resolution of SI FIs outside of bankruptcy and created other measures designed to minimize the 
impact of a failed SIFI on the financial system generally. Notably, though, it did not alter the Bankruptcy Code for 
SIFIs. 
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prior recommendations the Conference had given the House Judiciary Committee to amend the safe 
harbor provisions in the Bankruptcy Code. For reference, T have also included the Conference’s 
2010 letter to Representative Conyers in his capacity as Chairman of the Committee on the 
Judiciary with a more detailed description of the recommended amendments to the safe harbor 
provisions. These attachments constitute the Conference’s testimony today. 

T also present a few observations summari 2 ed from the attached materials. First, STFTs need 
liquidity to function, and a bankruptcy filing disrupts the ability of a SIFI to pump liquidity 
throughout its enterprise. Second, even the threat of a bankruptcy filing pulls liquidity and the 
ability to replace it rapidly away from a SIFI. Third, a bankruptcy filing can trigger the need for 
even more liquidity throughout the SIFI under its QFCs as counterparties act on their legal remedies 
largely free from the constraints of the automatic stay. 

As stated in the Conference’s 20 1 4 letter to Senators Comyn and Toomey in response to 
TPRRA (on page 2): 

The NBC generally supports the idea that resolution of [SlFIs] should be done in a 
manner that (i) maximizes value for stakeholders, (ii) minimizes systemic disruption and 
moral hazard, yet (iii) protects taxpayers from loss. We accordingly support the growing 
global consensus that financial firms should be required to maintain a sufficient stack of loss 
absorbing, contractually or structurally subordinated equity and debt that can be utilized to 
quickly recapitalize the enterprise .... 


The Conference has not proposed a single set of modifications to the Bankruptcy Code to 
address all of these issues. It has recognized the single point of entry (SPOE) approach, which has 
been proposed both for out of court and bankruptcy resolutions, as a framework which can insulate 
the operating entities in the SIFI from the shock created by the parent bankruptcy filing. ’ The 

^ Fellow Conferee Donald S. Bernstein testified in his individual capacity before this Subcommittee on December 3, 
2013 and in his testimony gave a detailed and excellent description of the SPOE approach, I would refer this 
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Bankruptcy Code can be effectively amended to permit a SIFI debtor (or regulators on its behalf) to 
transfer all of the equity it holds in its operating subsidiaries to a newly formed subsidiary, allowing 
new management to decide how best to handle the operating subsidiaries while allowing the parent 
to realize and distribute any equity value which might remain after stabilizing and resolving the 
situation at the operating subsidiaries, utilizing familiar and tested bankruptcy precepts. This SPOE 
structure assumes there will be coordination with regulators, both domestic and, for G-SIFIs, 
foreign. In fact, much of that coordination should occur before the bankruptcy fling. The 
modifications to the Bankruptcy Code to permit the SPOE transaction are not intended to - and 
cannot -- replace the need for communication with and the cooperation of relevant regulators. 

To be effective and to permit the immediate and orderly transfer of assets which is core to 
the SPOE approach, any SPOE regime must include at least a temporary stay from counterparty 
actions under QFCs at the parent and subsidiary level. Even with the SPOE approach, though, the 
Conference considers some ability to access new capital for liquidity essential. The Conference 
believes that without this, regulators and the market generally will lack the confidence needed to 
preserve at least a minimal sense of calm without which all parties -- regulators, counterparties and 
other market participants - will race to seize assets and withdraw liquidity at all levels of the SIFT 

Once again, on behalf of the National Bankruptcy Conference I would like to thank the 
Chair and the rest of this Subcommittee for inwting the Conference to testify here today and for 
permitting us to submit our prior work as part of this testimony. 


Subcommittee to his testimony rather than attempt my own description here. 
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Attachments to Testimony of Jane Lee Vris 
On behalf of the 
National Bankruptcy Conference 
Worldwide Web References 

1. Letter from National Bankruptcy Conference dated January 29, 2014 to Senators Cornyn and 
Toomey regarding R. 1861 -Taxpayer Protection and Responsible Resolution Act 

http://www.nationaibankruptcvcQnference.org/images/MBC%2QLtr^420re%20s%2Q1861%2Q{Ch%2Q 

]4).pdf 

2. Statement of Jane Lee Vris on behalf of the National Bankruptcy Conference before the ABI 
Commission to Study Reform of Chapter 11, May 15, 2013 

[Not available without credentials through worldwide web.] 

3. Letter from National Bankruptcy Conference dated March 15, 2010 to Representative Conyers 
regarding Proposed Amendments to the Bankruptcy Code Concerning Exemptions for Financial 
Contracts 

http://www.nationalbankruptcvcQnference.org/images/Nationai%20Bankruptcv%20CQnference- 
%20ProDosed%20Amendments%20tQ%20the%2QBankruDtcv%20Codg%20CQncerninG%20Exemotio 
ns%20for%20Financial%20Contracts 3-15-2010.pdf 
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Letter from National Bankruptcy Conference dated January 29, 2014 to Senators Comyn 
and Toomey regarding R. 1 861 - Taxpayer Protection and Responsible Resolution Act 
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NationalBankruptcyConfcrence 

A l^oluntary Organization Composed cf f^ersons Interested in the 
Tmprovement cff the Bankruptcy Code and Its Administration 


January 29, 2014 


Hon, John Cornyn 
, United States Senate 

cn^pEREBs Washington, DC 20510 


Hon. Pat Toomey 
United States Senate 
Washington, DC 20510 


I' ' j Re: S. 1861 - Taxpayer Protection and Responsible Resolution Act 

I 

Senators Cornyn and Toomey: 

*. ’ The National Bankruptcy Conference (NBC) is a voluntary, non-partisan, 

h ' not-for-profit organization composed of about 60 of the nation's leading 
bankruptcy judges, professors and practitioners. It has provided advice to 
liBB Congress on bankruptcy legislation for over 75 years. T enclose a Fact Sheet, 

T “"’r' which provides further information about the NBC. 

The NBC has reviewed S. 1861, the “Taxpayer Protection and 
Responsible Resolution Act" (“TPRRA"), which you introduced last month. We 
Vr V have considered both the substance of the bill and the technical and drafting 
issues. Our substantive comments follow immediately below, In addition, 

(1 '-s-iF consistent with our mission of providing tec'hnical assistance to Congress in this 
very technical area of the law, and without regard to our substantive comments, 

I we have reviewed the legislation for technical and drafting issues that might 
1 k-n prevent the bill from achieving its policy objectives. Following the substantive 
' is our report on technical and drafting issues and our suggested 

solutions. We hope this report is helpful in your deliberations. 

Background 

L' : TPRRA creates a new chapter 14 of the Bankruptcy Code available only 

for “covered financial corporations", which are bank holding companies or 
> fmancial institutions. The chapter 14 debtor is likely to be a parent entity with its 
^ operations and regulated activities conducted through subsidiaries or affiliates, 
f I (HI The chief departure under TPRRA from general bankruptcy concepts is to 
r . V permit an expedited transfer of potentially all the assets of the debtor at the 
v/ERjTff beginning of the case, to be administered outside of the confines of the debtor's 
k" case and away from the jurisdiction of the court. This is accomplished through 
the rapid transfer of select assets and liabilities to a new bridge holding 
J [ company, a "bridgeco," whose equity interests are held in hust for the chapter 
u‘'t ir estate and administered bv a special trustee approved by the court. A 
E-" temporary stay prevents the occurrence of certain destabilizing actions during 
f """ the transfer process. The expectation is that the chapter 14 debtor in possession 
will thereafter complete a plan process using the same provisions as under a 
1 “e chapter 11 case, culminatingin a plan to distribute any proceeds realized by the 
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Special trustee from the equity of the bridgeco to the creditors of the parent company 
whose debts have not be^n assumed by the bridgeco as part of the asset transfer, 

The bridgeco mechanism attempts to set the sta^ for and enable what is now 
commonly referred to as theSinglePoint of Entiy'^ strategy for resolution of SlFls. The 
TPRRA does not contain any special liquidity facility and repeals title 11 of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act, including the potential credit 
support guaranty facility and the ability of U.S. regulators to take over the resolution 
process if necessary to gain the cooperation of foreign regulators. The NBC has not 
studied the repeal of title 11 and thus takes no position on the repeal, focusing instead on 
the portions of TPRRA that contain the proposed chapter 14 provisions. 

General Observations 

At the outset we note that the NBC has not previously reviewed the TPRRA or 
any of the proposals on which it is based, so our comments and questions about the bill 
are necessarily preliminary and general given the limited time we have had for review. 
Based on our preliminary review, several members expressed serious reservations about 
whether the approach under TPRRA would work for STFTs, raising as it does novel and 
difficult issues. We have provided a preliminary discussion of some of the most 
important issues below. We will continue to study the bill after submission of this initial 
letter and hope to provide more detailed drafting comments in the future. 

The NBC generally supports the idea that resolution of covered financial 
corporations' should be done in a manner that (i) maximizes value for stakeholders, (ii) 
minimizes systemic disruption and moral hazard, yet (iii) protects taxpayers from loss. 
We accordingly support the growing global consensus that financial firms should be 
required to maintain a sufficient stack of loss absorbing, contractually or structurally 
subordinated equity and debt that can be utilized to quickly recapitalize the enterprise, 
as well as assets (such as intercompany loans) that can be contributed to the capital of 
distressed operating subsidiaries in connection with any such recapitalization. In 
contrast to the unitary bank model employed in some other countries, the bank holding 
company structure in the United States facilitates this approach by separating significant 
amounts of long-term unsecured debt from deposit and account-holding regulated 
entities, thereby adding an additional layer of loss absorbency at the holding company 
level. 


1 "Covered financial corporation" is the terminology used in the TPRRA, section 3(a), adding a 
now section 101(9 A) to the Bankruptcy'Codc. The entity docs not have to be a SI FI, since any 
bank holding company can qualify for chapter 14. Some of our conoerns here, particularly with 
respect to the need for liquidity and global coordination, are aimed primarily at SlFls and G- 
SIFIs. Wo recognize tliat a Hmited number of smaller bank holding companies holding only US 
assets have been able to restructure on cm expedited basis under chapter 11, cind if anything, 
chapter 14 as proposed would potentially make such restructuring easier. 
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The proposed chapter 14 takes advanta^ of the bank holding company shucture 
to recapitalize the covered financial corporation by permitting the rapid transfer of select 
assets— equity in subsidiaries and other assets held at the parent holding company — to 
the bridgeco, leaving significant (if not most) Habililies of the parent behind. We believe 
that to be successful, any such recapitalization needs to be announced and accomplished 
with remarkable speed to stabilize the recapitalized firm and minimize anv liquidity 
"run" or asset fire-sales. The TPRRA addresses this by including expedited procedures to 
create the bridgeco. (Our detailed comments below suggest wavs in which the 
procedures can be further expedited.) We also believe the temporary stay prohibiting 
the exercise of rights by counterparties to qualified financial contracts ("QFCs") has the 
potential to substantiallv reduce the short-term liquidity and collateral needs of the 
covered financial corporation and avoid wholesale termination of QFCs on terms 
disadvantageous to the covered financial corporation, aiding in its near-term stability 
and ability to recapitalize. Given the interconnectivity of exposure between covered 
financial corporations which are STFTs through QFCs, the temporary stav may also 
significantly reduce the risk of contagion. 

Stabilizing and peimanently restructuring any financial institution, though, will 
require some form of immediate liquidity source and/or credit support which the 
TPRRA does not provide. Despite the speed of the recapitalization proposed nnder 
TPRRA, we believe, even under the best of circumstances, it will take a period of time 
for the market to assimilate information about the financial restructuring of the covered 
financial corporation before the institution's full access to market liquidity returns.^ 
Without some degree of certainty that the bridgeco has sufficient liquidity on its own 
taking into account the specific assets and liabilities assumed and discarded, that 
funding will be available at the time of filing, or failing both, without advance planning, 
commnnication and coordination among the debtor, the Federal Reserve Board, and 
regulators worldwide, the commencement of a chapter 14 case may cause ring-fencing 
by regulators worldwide, flight of short-term capital and value erosion. In severe cases, 
these events could cause the very sort of run on the regulated subsidiary entities that the 
Single Point of Entry strategy seeks to avoid. 

The TPRRA needs to provide for an additional source of backstop interim 
liquidity for those covered financial corporations which will file without sufficient 
liquidity to prevent flight of shorf-ferm capital and stabilize the institution, particularly 
if there is a risk of contagion. The backstop can be limited to fully secured commitments 
or advances similar to the discount window currently available to banks. At a minimum, 
consideration should be given to incorporating provisions similar to section 364 to 


- The regulated banks held by the bridgeco will have access to the discount window and their 
deposits will bo supported by deposit insurance, both of w'hich should prevent and/or fund any 
ruir on its liquidity rosemreos. However, covered fitiatidal corporations thxit are diversified 
fiiraircial firms will have broker dealers, iasureis, and other operating subsidiaries which lack 
access to any credit support other than through the public markets. 
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permit priming liens in the bridgeco's assets and first-out provisions for any new credit 
support provided to bridgeco, although we question whether even this will be sufficient 
to entice the public markets in the early stages of the recapitalizahon. In any event, all of 
the NBC's conmrents below must be understood in the context of our overriding concern 
that a successful recapitalization which achieves all of the goals stated at the outset of 
this memorandum cannot be achieved in all cases without some provision for 
potentially significant credit and collateral support. 

Section-by-Section Comments 

TPRRA Sec. 3(c). IMio May be a debtor: The court should have the power to 
authorize the conversion of a case under chapter 14 to a case under chapter 7 once the 
transfer of assets to the hridgeco has occurred pursuant to section 1406 . Section 1112 
should be modified to permit conversion from chapter 14 to chapter 7. Chapter 7 will be 
necessary in those instances when a chapter 14 debtor is not able to satisfy the 
requirements for confirmation of a plan, for example, when the administrative expenses 
cannot be paid in full in cash. 

TPRRA Sec. 3(b). Applicability of chapters: Rather than create a full plan process in 
chapter 14 or create the bridgeco mechanism within existing chapter 11, TPRRA adds a 
new section 103(m), which incorporates the chapter 11 plan process into chapter 14, 
Given this approach, section 1401 should be expanded in a manner similar to section 901 
after a thorough review of provisions in the other chapters of the Ban kruptcy Code to be 
sure their omission or inclusion is intentional. 

Bankruptcy Code Sec. 1401. Inapplicability of otlmr sections: See above. 

Bankruptcy Code Sec. 1402. Definition of "capital structure debt": The definition 
creates a category of liabilities that are not permitted to be transterred over to the 
bridgeco. it is critical to the success of a chapter 14 recapitalizahon that many liabilities 
presumptively do not get assumed by the bridgeco. But great care should be taken with 
this definition. Liabilities transferred over to bridgeco will presumably receive much 
better recoveries than those left behind. The potential preferential treatment of certain 
obligations and liabilities violates the fundamental bankruptcy policy of equality of 
distribution and should occur only in furtherance of the chapter 14 goals. We considered 
whether to approach the exercise by restricting the types of debts that bridgeco could 
assume rather than defining the liabilities that must remain with the chapter 14 debtor, 
but determined that the Bankruptcy Code should give the Federal Reserve Board and 
the special trustee flexibility in creating the optimum bridgeco. In any event, the NBC is 
concerned that debt can be too easily structured to avoid characterization as capital 
structure debt if the definition is based on the original maturity date and suggests that 
the following concept would not be as easily manipulated: all unsecured debt for 
borrowed monev for which the debtor is the primary obligator. 

Bankruptcy Code Sec. 1403. Commencement of case: The successful 
recapitalization under chapter 14 requires speed and certainty. After the fact challenges 
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to either the appropriateness of the filing or the creation of the trust will undermine the 
very maintenance or restoration of market confidence and prompt access to sources of 
liquidity the bridgeco mechanism is designed to achieve. It is critical that the statute be 
unambiguouSy standards clear and opportunity to undo non-existent. Similarly, we 
anbcipate that before the chapter 14 petition is filed, most if not all of the planning for 
the creation of the bridgeco will have occurred by the Federal Reserve Board and the 
debtor in coordination with other relevant regulators, soui'ces of funding and, in some 
cases, potential buyers. A meaningful judicial review process of even one dav could 
jeopardize the process, and the NBC is concerned that the proposed one-day judicial 
process would not be meaningful in any event given the import of the findings the court 
is required to make. 

VVe therefore propose here and in other places that certain actions wmuld require 
Federal Reserve Board approval in lieu of a notice and hearing before a court. We would 
remove the requirement of a court determination in section 1403(a)(2)(B) and require 
that for any petition to be accepted, the Federal Reserve Board must make the finding 
and certification described in section 1403(a)(2)(A). Removing the judicial approval 
construct would also mean removing the appeal process. To the extent it is considered 
either necessary or desirable to limit the type of filing that is not subject to judicial 
review further, we wmuld still recommend removing the judicial approval construct 
under section 1403(a)(2)(B) so long as the covered financial company has not objected to 
the Board's action within some very limited period of time. We also recommend that in 
the event the debtor has either filed the petition or consented to the petition at the time it 
is filed, the members of the board of diiectors and management involved in that 
decision should be able to make it free from any threat of recrimination or penalty from 
the constituents at the chapter 14 entity. The filing triggers an immediate transfer of 
potentially all the assets of the chapter 14 entity for a recapitalization process that will be 
largely without judicial review and will not be undertaken solely for the benefit of the 
chapter 14 constituents. It is easy to imagine that the constituents' representatives will 
challenge the decision-making process that results in the extraordinary transfer of assets 
without legally required approvals under constituent documents, exchange rules and 
state laws requiring shareholder approval and the like. We w'ould therefore recommend 
that the statute include some form of safe harbor or exculpation protecting members of 
the debtor's board of directors anti management for participating in the decision-making 
process, albeit a narrowly crafted one. 

Bankruptcy Code Sec. 1404. Regulator: None. 

Bankruptcy Code Sec. 1405. Special trustee and bridge compoji^j. As a preliminary 
observation, we believe the TPRRA anticipates that either the chapter 14 debtor will 
have created an intermediary entity which can act as the bridgeco shortly before the 
filing or one will be created simultaneously with the filing, in either event, the sec tion 
should more clearly distinguish between (1) the new holding company to which the 
assets and certain liabilities of the chapter 14 debtor are transferred, (2) the trust, which 
holds the equity of the new holding company, and (3) the equity of the subsidiaries held, 
after the transfer, bv the new holding company. Section 1405(a)(1) appropriately 
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requires that the enhty should not be a preexisting company which has liahilihes and 
assets prior to the filing, For additional clarification, some consideration should be given 
to insulating this new bridgeco from preexisting liabilities that attach bv operation of 
law on a joint and/or several basis (for example, certain tax liabilities). Ideally, the 
provision should also contemplate the transfer of lower-tiered equity interests in a 
multi-tiered enterprise, while skipping tiie assets and liabilities of intermediate funding 
en tides, so that bridgeco can recapitalize not only by the conversion of the parent debt to 
equity but also by similar recapitalization of mezzanine tvpe financing, for example, 
trust preferred securities, although this additional t\'pe of selection requires more 
detailed analysis. 

Management of bridgeco and guardianship of the bridgeco interests will be 
significant factors in the effort to restore or maintain market confidence, in addition, 
similar to our comment with respect to section 1403, the designation of the special 
trustee and management of bridgeco must be rapid and certain. To the extent the 
Federal Reserve Board has appointed a person (or entity) to act as special trustee at the 
time the request to create the trust is filed, that appointment should be final, absent 
subsequent gross negligoice, fraud, or similar misconduct Lil^w ise, the Federal 
Reserve Board's consent to the designation of senior management at bridgeco should be 
required, again whth the expectation that these individuals whll have been selected prior 
to the actual filing. Once the trust has been established and the selected assets and 
liabilities transferred, the powers of the special trustee would include the power to 
replace and appoint new- senior management w'ithout further coui't approval. At the 
chapter 14 case level, we believe that once the bridgeco order has been entered, the 
mandatory appointment of a trustee rather than the continued control of prior 
management as a debtor in possession under section 1107 is appropriate. (This should 
not preclude any party In interest from seeking the appointment of a frustee sooner, and 
some consideration should be given to an exp^ited request process if the Federal 
Reserve Board wants a trustee at the chapter 14 debtor immediately upon filing,) The 
chapter 14 debtor is not an operating entity after the transfer, and there is no particular 
expertise existing management has for the negotiation of the allocation of value among 
the chapter 14 constituents or administration of the claims allowance process. Removal 
of existing management from the chapter 14 process should add to the percephon of 
fairness in the overall process. 

Section 1405(b)(3) requires the special trustee to provide notice to the parties in 
interest in the chapter 14 of certain corporate actions, including significant actions 
affecting the assets and liabilities of the bridgeco. Nothing further is provided for, 
leaving open the possibilitv that creditors and even equity interest holders in the parent 
can object in court but equally leaving open the possibility that there is no recourse 
beyond the ability to voice an objection. The special trustee will require extraordinary 
skills in executing its fiduciary duties under extreme stress and hme constraints. It mav 
seem beyond dispute that there is little a special trustee could do which would harm the 
chapter 14 constituents beyond the filing itself, but experience has taught us that it is a 
rare bankruptcy case in which valuation and strategy disputes do not exist. We would 
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recommend that rather than such an open-ended process creating uncertainty both as to 
the finality of actions taken by the special trustee and the special trustee's potential legal 
exposure for taking those actions, the statute permit (but not require) the special hustee 
to specify anv actions it intends to take in furtherance of the recapitalizahon of bridgeco 
and its subsidiaries and, so long as the Federal Reserve Board does not object to any of 
those actions, to allow the bridgeco order to reference such actions and immunize the 
special trustee and the bridgeco's directors and officers from any liability to the chapter 
14 parties-in-interest for taking those actions. 

The disclosure statement is a crucial element of the plan proposal process; 
informed consent is essenhal. There are known difficulties in gathering and 
understanding information when a debtor loses access to its books and records. Here, a 
significant portion of the debtor's books and records may be transferred to the bridgeco 
and no longer in the control of the chapter 14 entity. The standard for the chapter 14 
trustee's access to that information in the current proposal seems unnecessarily high. We 
recommend that in lieu of "necessary" in section 1405(b)(2)(B), the special trustee should 
make the information available if "necessary or advisable". 

Bankruptcy Code Section 1406: Special iransfer of property oftlic estate. This 
section, authorizing transfers of assets into the bust, should make clear that once assets 
have been transferred into the trust, they are no longer part of the chapter 14 estate by 
adding a new sentence following the first sentence of set'tion 1406(a): "Property ceases to 
be property of the estate once the court has ordered the transfer and the transfer has 
occurred," (Conforming clarifications may also be reciuired to s^tions 1407 and 1408.) 
Section 1406(c)(3) should be deleted: the bridgeco will not be a deposit holding entity 
under any circumstances. To the extent that this provision refers to deposits which the 
chapter 14 entity itself holds as depositor at any of its subsidiaries, there should be no 
absolute requirement that all such deposits go over to the bridgeco. Once the bridgeco 
has been created and assets have gone over, the chapter 14 estate will have no access to 
cash flow. Conceivably, it might be able to get new (probably expensive) financing, but 
to the extent it has sufficiait cash to fund its chapter 14 administrative expenses and 
fees, it should be allowed to retain at least some cash for that purpose. 

Section 1406(c)(4) requires the court to find by a preponderance of the evidence 
that the Federal Reserve Board has certified as to adequate assurance of future 
performance of contacts, leases and liabilities assumed by the bridgeco. We are not 
certain that this requirement adds anything beyond the certification bv the Federal 
Reserve Board itself, and in any event, believe that the Federal Reserve Board 
certification should be sufficient. We would therefore recommend substituting a 
requirement that the Federal Reserve Board provide the certification in a filing with the 
court for the current section 1406(c)(4). Further, as with our earlier comments on sections 
1403 and 1405, we believe that the Federal Reserve Board's consent should also be 
required. While there is no time period prescribed for the judicial review in this section, 
the temporary stays in section 1407 and 1408 create a practical 48-hour limit for the 
review process. We believe it will be far more valuable for the statute to encourage an 
active dialogue betw^een the Federal Reserve Board and the prospective debtor (whether 
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as a continuation of the living will dialogue or otherwise) and to that end, the specifics 
of bridgeco should be in hand and approved by the Federal Reserve Board by the time 
the filing is made with the court. 

We believe that the TPRRA should specifically address the treatment of liens in 
assets which are transferred to the bridgeco. Section 363(k) provides for credit bidding, 
but we do not expect that the transfer to bridgeco will occur in any sort of auction 
process. One possibility would be for the liens to transfer with the assets on a 
nonrecourse basis; there could also be a mechanism for bridgeco essentially to purchase 
the collateral by giving the secured creditor cash equal to the value of the lien (although 
this w'ould have to be accomplished in a manner that did not interfere w ith the 
expedited transfer at the beginning of the case). As a practical matter, there may not be 
much of anv secured debt at the chapter 14 enhtv, but to the extent there is, the transfer 
process currently leaves the treatment of liens uncertain. 

Bankruptcy Code Section 1407 . Automatic stai/; assum’d debt: See below', 

Bankruptcy Code Section 1408 . Treatment of qualified fimndal cvntracts and affiliate 
contracts: Both this section and section 1407 create special stay provisions and are 
addressed together here. These special stay provisions go beyond established 
bankruptcy concepts by slaying actions against nondebtors and their assets which 
would otherwise occur because of the condition of the chapter 14 debtor and the transfer 
to the bridgeco. They also significantly curtail actions by counterparties under QFCs, 
which normally are protected by a variety of safe harbor provisions under the 
Bankruptcy Code, safe harbors which include, importantly, special carveouts from the 
automatic stay under section 362. Both of these new special stay provisions are in our 
view appropriately limited in duration and scope; they are necessary to give the Single 
Point of Entry approach to recapitalizahon a brief moment in time to freeze the effect of 
the chapter 14 filing until the bridgeco is up and running and has assumed the liabilities, 
contracts and leases it wants in order to recapitalize. 

The transfer provisions are similar to, but not identical to, section 365. 
Significantly, the bridgeco has the power to assume notwithstanding any state or 
contractual restrictions, but not the power to assign in a subsequent transaction. We 
considered whether these special provisions should extend to a subsequent transfer, and 
concluded that on balance, because of the indeterminate duration of the bridgeco and 
the myriad of potenhal hansactions it may engage in during that time, it w'as better not 
to give special treatment to subsequent transfers.* 


^ Sections 1407 and 1408 identify assunipLions, assumptions and assignments, and assignment in 
various places. Wc believe the intent in each case is in connection with the transfer to bridgeco 
and not a subsequent transfer. It is possible that a more coirsistent use of the different 
temiiirology is required. As time permits, we recommend a thorough review of tills terminology 
to avoid confusion later. 
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VVe note that in a number of places, these special provisions preclude the 
termination or modification of rights or obligations during the period in which the 
special stav provisions are in effect We believe parhcularly in light of the fact that debt 
instrumen ts are included in these special provisions, that the sections should specifically 
reference acceleration (that is, eliminate or stay any acceleration) and any other 
modification that occurs automatically upon the occurrence of one the specified events. 
For example, most debt instruments provide for autonratic acceleration of debt upon the 
debtor's (and sometimes, any of its significant affiliate's) bankruptcy filing. There is no 
need for this automatic acceleration for debt that is assumed by the bridgeco within the 
prescribed time limits, and unwinding it may be more than a matter of simply 
reinstating the debt. Likewise, some securitizations have "flip" or "extinction" clauses 
which purport to change contractual entitlements to waterfalls upon a bankruptcy filing. 
These should also not be triggered automatically upon the filing. In other words, the 
concepts termination and modification should clearly include any alterahon in the 
contractual or legal status quo that occurs because of the events specified, and for the 
periods specified, in the applicable subsections of sections 1^7 and 1408. 

The NBC does not have substantive comments on any of the sections following 
section 1408. 


Technical and Drafting Comments 

As a general comment, the NBC believes it would be preferable to include the 
provisions on covered financial corporations in a new subchapler V of chapter 11, 
instead of adding a new chapter 14. Most of the provisions of chapter 11 are applicable 
to such cases, fewer Bankruptcy Code sections would have to be amended, and it would 
cause less confusion if the new provisions on covered financial corporations were placed 
in a new subchapter of chapter 11. 

Other comments relate to specific provisions. References are to the new 
provisions of titles 11 and 28, rather than the bill sections. 

§103(/) - As proposed ("Chapter 14 of this title applies only in a case under this 
title concerning a covered financial corporation"), this subsection suggests that chapter 
14 would apply if a covered financial institution files a chapter 7 or chapter 11 petition 
(even though section 109would not make it eligible for such a filing). To make itclearer, 
we suggest: "Chapter 14 of this title applies only in a case under such chapter." That also 
conforms to the style of section 103 (see 103(i) and (j)). 

§ 103(m) - The new section 103(m) is fine, but if it is added to the Code it will 
conflict with sechon 103(g). Therefore, section 103(g) should be amended as follows: 
"Except as provided in sections 103(m) and s ection 901 of this title,..." 

§ 109(i) - To conform to the stvle used in other subsections of section 109 (see 
section 109(d), (e) and (f)), change section 109(i) to: "Only a covered financial 
corporation may be a debtor in a case under chapter 14 of this title." 
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§ 1401 - Change to read: "Sections 321(c) and 322(b) of this title do not apply in a 
case under this title/' 

§1402(2) -Change to read".... under section I405fa) of this title ." 

§ 1402(4) - First, the list of sections referenced in this provision should include 
section 561. Also, the referenced sections do not define "contractual right." Therefore, 
change section 1402(4) to the following: "The term 'qualified financial contract’ means 
any contract as defined of the kind described i n section 555, 556, 559^ er 560, or 561 of 
this title ." 

§ 1402(5) - Change to "The term 'qualified financial contract’ means anv contract 
of a kind spocifiod defined in paragraph (25) ..." Note that the sections cited do contain 
definitions. Also, add "of this title" after "section 761). 

§ 1402 - The use of the word "trustee" used in sections 1405, 1406 and elsewhere 
is confusing. Chapter 11 uses that term to mean a person appointed or elected under 
section 1104. Although section 1107 generally gives the debtor in possession the rights 
and powers of a trustee, it is unclear whether "trustee" in chapter 14 is meant to include 
a DIP when a trustee has not been appointed. For example, see section 1405(a), which 
says "On request of the trustee or the Board, the court may order the trustee to appoint 
..." Ts it intended that a DTP can make that request if there is no trustee? Does the court 
order the DIP to appoint the special hustee? To make it clear, we suggest that a 
definition of "trustee" be included in section 1402. If it is intended that "trustee" mean a 
DIP if there is no trustee, section 1402 can define "trustee" to mean "a person that has 
been appointed or elected under section 1104 of this title, and that has been qualified 
under section 322 of this title, to serve as trustee in the case or, in the absence of such 
person, the debtor in possession." 

§ 1403(a)(2) - The way the proposed provision is organized, a Board petition 
certifying circumstance (IV) requires a duplicate certification of imminent financial harm 
to financial stability in the US (see 1403(a)(2)(A)(i)(lV) and (a)(2)(u), which are both 
required). We suggest that (IV) be changed by ending it after "sufficiently soon", thereby 
deleting "such that the immediate commencement of a case . . .. financial stability in the 
United States." An alternative fix would be to move the provision that is now 
1403(a)(2)(A)(ii) to follow (a)(2)(A)(i)(III) and tiien have what is now (a)(2)(A)(rV) as an 
alternative basis for a Board petition. 

§ 1403(a)(2)(B) - This refers to the "bankruptev court" making a determination 
that the requuements for commencing the case have been sat^fied. Is it intended that 28 
use § 157 does not apply? Does the bankruptcy court's authority to make this 
determination depend on a reference under section 157(a)? Can a district judge 
withdraw the reference under section 157(d)? If not, perhaps section 1403(a)(2)(B) should 
start with "NotvcTthstanding section 157 of title 28." If it is not intended that section 157 
be displaced, it may be better to say "court," instead of "bankruptcy court." This also 
applies in other places where "bankruptcy court" is used. Similarly, section 1403(c)(1) 
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and (2) refer to the "district court" hearing an appeal. If a district judge withdraws the 
reference and there is an appeal, it should goto thecourt of appeals. 

§ 1403(b)(1) - As proposed, the hearing must be within 12 hours after a 
certification under section (a)(2)(A), but there is nothing that prevents the certification 
from being made (signed) before the petition is filed. To avoid the 12-hour period from 
expiring prepetition, change "makes a certification under subsection (a)(2)(A)" to "files a 
petition under subsection (a)(2)." The certification must be in the petition. In addition, 
on lines 19-20, will the wording "with notice only to" create a potential problem if 
someone else (other than the listed entities) gets actual notice? Would the court 
proceeding then not be a "hearing described in this subsection"? It may help to insert 
"given by the Board" between "notice" and "only". This also seems like an indirect way 
to prohibit notice to other parties (which is apparently the intent). Perhaps change 
section 1403(b)(2) to directly prohibit such notice ("Only the Board and the entities listed 
in paragraph (1) may receive notice, attend, or participate in a hearing..."). 

§ 1403(b)(2) - Change the last sentence as follows; "Transcripts of such hearings 
shall be sealed until the end of the case is closed " The "end of the case" is ambiguous 
and not consistent with Code style. 

§ 1403(c) - First, the provision is silent about further appeals to the court of 
appeals. If the intent is to limit appeals to the district court level, an exception should be 
provided to make the relevant provisions of hUe 28 (§§158, 1291, 1292) inapplicable. If an 
appeal to the court of appeals is contemplated, providing for an expedited appeal 
should be considered, ^ond, (c)(1) says that a covered financial corporation may file an 
appeal, but it is silent on whether the Board may file an appeal if the banlcruptcy judge 
dismisses the case because it finds that the Board has failed to meet its burden to prove 
that the requirements for the filing have been satisfied? The negative inference is that the 
Board does not have the right to appeal, but it is notclear? Are they to be treated as the 
SEC is under section 1109(a)? This should be clarified. It could be clarified by amending 
proposed section 1404(a). Third, section 1403(c)(2) is missing language specifying within 
12 hours of zuhat shall the district court review the determination. Should it be "within 12 
hours of such determination? 

§ 1403(d)(2) - Though this niay be a substantive comment, it has been suggested 
that "bankruptcy court shall immediately order" should be changed to "bankruptcy 
court shah promptly order" to give the court some leeway if it is impractical to issue the 
order exactly when the time to appeal has expired or when the district court affirms. 

§ 1403(d)(2)(B)(i) - Change it to read "the period for appeal ... has pasGod 
expired without an appeal." 

§ 1404 - The provisions regarding the Board's and the FDIC's standing are 
unclear. Does "case or proceeding under this title" mean only a proceeding that arises 
under title 11, or does it have a broader meaning (any proceeding arising under title 11, 
or arising in or related to a case under title 11)? The "in connection with" phrase is also 
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unclear in section 1404(b). Also, the authority should be limited to chapter 14 cases 
(similar to the limitation in section 1109 to "a case under this chapter"). We believe it 
would be clearer if changed to: "The Federal Deposit Insurance Corporation may raise 
and may appear and be heard on any issue in any case or procooding under this title in 
connection with involving a transfer under section 1406 in a case under this chanter or in 
any proceedine within such a case ." Similar changes should be considered for section 
1404(a). 

§ 1405(a) (2) - It is unclear as to which "estate" this paragraph is referencing. It 
probably should be changed to "... are property of the estate ofa debtor under this 
chapter " or something similar. We make the same comments with respect to sections 
1405(b)(1), 1406, 1408(f)(1), 1408(f)(3), and 1409(a). 

§ 1405(b)(1) - The special trustee is supposed to be paid "from the assets of the 
trust and not from property of the estate," but under (a) the assets of the trust are the 
equity secuhbes of the bridge company and those equity securities are property of the 
estate (and to be held by the special trustee for the sole benefit of the estate, so the estate 
continues to hold the beneficial interest of the equity securities). Which assets of the bust 
would not be property of the estate and, therefore, could be used to pay the special 
trustee? Consider clarifying this paragraph. 

§ 1406(b)(8) - Change to "the United States trustee or banki'uptcv administrator ." 

§ 1406(c)(3) - The proposed transfer must provide for "the transfer of any 
accounts of depositors of the debtor..." Since the debtor is the bank holding company, 
not the bank, how can the debtor transfer deposit accounts (which are not property of 
the estate in the holding company's bankruptcy case)? 

§ 1406(c)(4) - Change "leased" to "lease" on lime 14 (typo). 

§ 1407(a)(1) - Change as follows: "... any debt, contract, lease, or agreement of 
the Idnd described in paragraph (2) This conforms to the phrasing in section 
1407(c)(1) and in (c)(2) on page 20, lines 11-12, and page 21, lines 9-10. 

§ 1407(a)(l)(B)(iv)(III) - on page 18, lines 1-2, delete "of the bridge company" 
because the phrase repeals in (a)(a) on line 3. 

§ 1408(a) - The list of sections referenced at the beginning of section 1408(a) 
probably should include section 362(o). Consider changing the subsection as follows: 
"Notwithstanding sections 362(b)(6), 362(b)(7), 362(b)(17), 362(b)(27), 362(o), 555, . ..." 

§ 1408(c)(1)— We believe the intent is to nullify certain provisions in a debt, 
contract, lease, or agreement once it has been assumed by bridgeco. and we recommend 
that this clarification be made. (This would be similar to the language in section 1408(d) 
which does specify that the relevant agreement must have been assumed and assigned 
to the bridgeco.) 
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§ 1408(e) - We question whether the reference to section 1407(b) was intended to 
be a reference to section 1407(a)(1). 

28 U.S.C. § 298(b)(1) - The phrase "bankruptcy judges who are experts in cases 
under title 11 in which a financial institution is a debtor" may be either too high a 
standard or too unclear? Does taking a course on such cases (perhaps one to be offered 
by the Federal Judicial Center) make a judge an expert? Does one become an "expert" 
only by presiding over at least one such case? Assuming it does, are there as many as 10 
bankruptcy judges sitting at the same time that have presided over such cases? Should 
the standard be made clearer and also lowered a bit so that judges who have never 
presided over a financial institution case, but have completed an FJC course of study or 
another reputable course of study designed for such cases, and/or have backgrounds in 
private practice involving financial institutions, be eligible (which would result in a 
greater pool and in more geographic diversity among the judges)? 

28 U.S.C. § 298(f)(1) - The reference to "bridge company formed imder section 
1405" (page 30, Unes 18-19) should be changed because the bridge company is not 
"formed" under section 1405. We assume it is formed under state law (such as a 
Delaware corporation). The phrase "formed under section 1405" should be deleted. 
Since "bridge company" is defined in section 1402, the sentence in section 298(f)(1) 
should work well without that phrase. 


Conclusion 

We hope these commenb are useful in your deliberations. We conclude by 
noting that this is important legislation, one that is deserving of far more attention and 
study than we have been able to give it in the time allotted. To the extent the legislative 
time table permits, the NBC would welcome the opportunity to continue its analysis and 
submit further recommendations. 

With best regards. 



Richard Levin 
Chair 

rlevin@cravath.com 


(212)474-1978 


cc. Tonnie Wybensinger (by email) 
Noah Phillips (by email) 
Andrew Siracuse (by email) 
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Statement of Jane Lee Vris on behalf of the National Bankruptcy Conference before the 
ABl Commission to Study Reform of Chapter 1 1, May 15, 2013 
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statement Before American Bankruptcy Institute Commission 
to Study the Reform of Chapter 11 
May 15, 2013 

My name is Jane Vris, and I am here today in my capacity as a conferee in the National 
Bankruptcy Conference and chair of the Conference's Committee on Capital Markets and the Uniform 
Commercial Code. Our topic today is the treatment of certain financial contracts under the Bankruptcy 
Code, call them "Qualified Financial Contracts" or QFCs, and I have been invited to share with you the 
recommendations and conclusions reached by the NBC's Capital Markets Committee after reviewing 
QFCs under the Bankruptcy Code. 

As a preliminary matter, I note that the Capital Markets Committee did not undertake the 
comprehensive review of QFCs that you are now engaged in, and I salute you for committing to this 
brave project. The Committee has recognized over the years the extraordinary breadth, as well as 
importance, of the exemptions and safe harbors afforded QFCs and has addressed certain aspects of 
those exemptions and safe harbors with specific legislative recommendations. As I sit here today and 
share these recommendations, I do so with the understanding that on topics as complex and significant 
as these, the chapter 11 process will be well-served by as much collaboration among bankruptcy 
professionals - judges, practitioners and professors alike -as possible, and it is therefore a pleasure to 
be here today with you, a varied and accomplished group of professions, to share the Capital Markets 
Committee's work. 

The Committee has recognized the reasons for the special treatment of QFCs and over the years 
has consistently affirmed the need for some level of protection for QFCs. It has appreciated that any 
proposed changes to the safe harbors should neither create uncertainty in the market about the 


availability of the safe harbor, nor remove the protection from transactions that implicate systemic risk. 
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However, it has also continuously expressed concern that the safe harbor provisions in their various 
forms over the years have sheltered transactions which do not pose the type of systemic risk that 
warrants special treatment. In particular, it has focused on three areas of concern and proposed 
legislation for each: (1) limiting the protection for securities settlement payments once they have gone 
to the beneficial holders; (2) protecting the estate's operating assets from the safe harbors exemptions 
to the automatic stay to avoid frustrating the ability to reorganize; and (3) not protecting forward and 
commodity contracts entered into purely for commercial supply rather than financial purposes. In 
addressing each of these, the Committee kept its recommendations as specific and targeted as possible. 

Settlement payments under S46 

Ten years ago, the Committee studied the origins and use of the safe harbor under section 
546(e) and concluded then that the section went further than necessary to achieve its original purpose. 
Congress created the safe harbor in reaction to a ruling in the Ira Haupt case. 

A slight digression by way of an interesting history note, one that is useful to remember as you 
review the safe harbor provisions - the Haupt opinion.^ Ira Haupt & Co. was a commodities broker 
which had the misfortune of having as its customer a company run by "a master swindler", in the word 
of the court. The customer had gone long on salad oil, too long, and collapsed from the effort of 
meeting variation margin calls as the prices for salad oil dropped. (At one point, it was the buyer for 
90% of the salad oil futures contract market.) It filed under old chapter XI. As Ira Haupt made calls on its 
customer, the clearing association for the New York Produce Exchange in turn required Haupt to post 
more collateral. Although Haupt had collected collateral from its customer and could have survived 
(with help from the exchange, which shut down trading in oil futures to avoid further declines), it too 


^ Seligson v. New York Produce Exchange (In re Ira Haupt & Co., L.P.), 394 F. Supp. 125 (S.D.N.Y. 1975). 
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collapsed with the discovery that the collateral posted by its client consisted of forged warehouse 
receipts. 

The trustee (for the historians here, Charlie Seligson) sued the New York Produce Exchange, its 
clearing association, directors and officers, and some of the members (big names in commodities: Bunge 
and Continental Grain). The suit alleged, among other things, that the transfers Haupt made to the 
clearing association for variation margin payments were fraudulent transfers, payments made by Haupt 
without receiving fair consideration in return at a time when it was insolvent. The clearing association 
moved for summary judgment, and the court denied it. 

Congress enacted the first safe harbor, former Section 764(c), to overrule the Haupt case. The 
provision prohibited avoidance of margins or deposits to a commodity broker or forward contract 
merchant and settlement payments by a clearing organization. The same protection moved to section 
546 (then as section 546(d), and since renumbered as section 546(e)) in 1982, when Congress expanded 
it to the securities exchanges and brokers. By protecting parties participating in the commodities 
clearance and settlement system (and by subsequent amendment, the securities system as well), 
Congress wanted to avoid the failure of one participant in the system from spreading to other 
participants, threatening the entire market - a systemic risk. 

After studying the various types of payments protected by the safe harbor in the years since it 
was first enacted, the Capital Markets Committee found that payments received by beneficial holders of 
securities, in other words, payments going beyond those made to market system participants, were 
being sheltered under section 546(e). The Committee concluded that avoidance recoveries from the 
ultimate recipients of certain transfers on securities, the beneficial owners, would not create the 
systemic risk the safe harbor was intended to avoid. As an unwarranted limitation on the trustee’s 


power to recovery assets for all creditors, the Committee recommended that actions against beneficial 
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holders for recovery of redemption payments, principal payments, dividend payments, interest 
payments or other distributions on or in respect of securities betaken out of the safe harbor provision 
of section 546(e). 

The Committee has periodically revisited section 546(e) {and now its analogues In sections 546 
(f) and (g)) and the continuing developments In the case law. Over the years, more, not fewer, types of 
payments have benefitted from the safe harbor. The Committee has maintained its recommendation, 
adopted by the Conference, that payments of any kind on securities once received by (or for) ultimate 
beneficial holders should not be exempt from avoidance actions. It has also expanded its 
recommendation, more in the natureof a technical amendment, to exclude from the safe harbor actual 
fraudulent conveyance actions under state law to mirror the exclusion under the federal cause of action 
in the Bankruptcy Code. 

Protecting operating assets 

Following the enactment of the Bankruptcy Abuse Prevention and Consumer Protection Act of 
2005^ (the "2005 Amendments"), the Committee recognized the growing potential that ordinary loans 
could be structured, and in fact were being structured, as repurchase or reverse repurchase 
agreements. The Committee noted that the home mortgage industry relied increasingly on repurchase 
and reverse repurchase agreements to finance the securitization pipeline, replacing the former 
warehouse lines for whole loans. The 2005 Amendments explicitly included agreements for the 
repurchase of mortgage loans, interests in mortgage loans, and mortgage-related securities in the 
definition of "repurchase agreement" (as well as securities and obligations of Fannie Mae and Freddie 
Mac). What had previously been ordinary commercial loans known as warehouse lines became 
protected QFCs. The 2005 Amendments also added security agreements for these repurchase 

^ Pub. L. No. 109-8, 119 Stat. 23 (April 20, 2005). 
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obligations. As a result, lenders could structure ordinary financings as repurchase agreements secured 
by a security interest in substantially all of the assets of the borrower, and foreclose on the collateral 
during the bankruptcy without relief from the automatic stay. This risk is not limited to repurchase 
agreements; the 2005 Amendments significantly expanded the definition of swaps, the protection for 
which includes the ability to enforce security agreements, and added a new category of protected 
transactions, master netting agreements, also with security agreements. {Just to complete the picture, 
commodity, forward and security contracts also include security agreements, enabling certain 
counterparties to foreclose, set off or take other enforcement actions notwithstanding the automatic 
stay.) 

The Committee explored different ways of addressing its concern and ultimately proposed that 
the exemptions from the automatic stay should be limited to "financial collateral", such as cash, U.S, 
Treasuries and money-market instruments and should not include assets typically used in the operations 
of a debtor that Is not a financial services company In this way, the Committee concluded that the 
operating assets of a typical non-financial services company business debtor necessary for 
reorganization - e.g., inventory, trade receivables and equipment and other fixed assets - would remain 
in the estate without creating any systemic risk of failure in the financial markets, 

Supply contracts with end-users 

The final area of concern which the Committee addressed was the protection given to ordinary 
course supply contracts to end-users. The Committee followed developments in the case law, which 
does not currently appear to distinguish the "end-user", that is, a counterparty that contracts for the 
future delivery of a commodity either expecting to take physical delivery at the end of the contract or 
hedging for physical delivery it will need, from the market participant. Stated differently, the 


Committee was of the view that the failure of a debtor to pay for commodities used in its business was 
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not likely to create the type of systemic risk the safe harbors were designed to prevent, at least so long 
as that end-user was not Itself a financial participant. 

The Committee treaded very carefully. It sought some way of distinguishing transactions which 
threatened the commodity contract system from those that did not. Yet, it also recognized that even If 
commodity contracts did not pose a systemic risk and were treated like other executory contracts under 
section 365, the value of a commodity contract can swing widely (and wildly) in a short period of time, 
creating challenges not usually faced by debtors and creditors (as well as bankruptcy courts) when 
considering the merits of assuming or rejecting executory contracts. 

Ultimately, the approach that garnered the support of the Conference did not rely solely on 
excluding contracts with end-users. Rather, it excluded certain contracts from the safe harbors, 
"excluded commodity contracts", but limited the debtor's/trustee's ability to assume or reject to avoid 
the potential for extraordinary prejudice to the counterparty. First, the debtor/trustee's decision to 
assume or reject must be made within a limited period of time; second, no cherry-picking with a 
counterparty would be allowed; third, the debtor would have to perform until it either assumed or 
rejected; and finally, the counterparty would be entitled to an administrative expense claim for 
postpetition loss and security for that claim at 105% of the claim amount. Failing assumption by the 
debtor/trustee, the counterparty would have a limited time to exercise any termination rights it may 
have. The debtor/trustee could also file a list of financial contracts that would not be treated as 
excluded commodity contracts within the first 48 hours of filing. In this way, the debtor/trustee could 
avoid having to perform under the agreement and the counterparty would have all the exemptions and 
safe harbors commodity contracts generally have under the Bankruptcy Code. Transfers to 
counterparties to excluded commodity contracts would not be exempt from avoidance actions under 


section 546. 
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Even as the Conference reached a consensus on this final, most detailed and elaborate of the 
Committee's recommendations, the conferees continued a spirited debate on the merits of the 2005 
Amendments to the safe harbor provisions generally. This debate is likely to continue, as is the Capital 
Market's study and consideration of further modifications as the case law develops. There is also some 
sense in the Conference that the other initiatives and statutory regimes for containing the insolvencies 
of systemically important financial institutions may affect the need for the safe harbors under the 
Bankruptcy Code to some extent. Not surprisingly, SIFI initiatives are also a topic of Capital Market 
attention. 

As a postscript to this story, the National Bankruptcy Conference presented all three 
recommendations to the then Chair of the House Committee on the Judiciary for his consideration, As 
far as I am aware, there has been no legislative action on these recommendations. 

Thank you. I look forward to your report, as, I am sure, do all members of our Capital Markets 
Committee. 
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Letter from National Bankruptcy Conference dated March 15, 2010 to Representative 
Conyers regarding Proposed Amendments to the Bankruptcy Code Concerning Exemptions for 
Financial Contracts 
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Na I lON^L Bankruptcy Conpcrcncr 

fWvirwtVOTfitr 4<teiM(MnN<wi 


OFFICaiS 

rfcw> 

tIraCMr 



March 15. 2010 


1'htt 1 U«non0)|e John Conyers. Jr 
Comimttee on Utc Judiciary 
United Stnles HuuKe ofRoprcsenintives 
Washington. DC 205)5 

Rc: Proposed /Vnicndmcots U> the Bemkruptcy Code 
Concerning P-xemptlons fur Hnanciai Contracts 

Dear Mr. Chairman; 

The National Bankruptcy Conference (the '*Confcrc4Ke")’ writing to you to 
propose amendments to the Bankruptcy Code concerning the cunvni exemptions in the 
Bankruptcy Code for fmancial contracts. As you may know, following amendments 
made to the Oaokniplcy Code in 2005 and 2006. there lus been a significant concern 
raised by bankruptcy professionals, academicians and others os to whether the current 
exemptions for financial contiucts contained in iIk Bankruptcy Code arc uniieceKsaTily 
broad. The proposals made by tbe Conference in this letter would narrow the 
exemptions for the reasons explained below. 

Some background may be helpful By Hnanciai contracts wc mean swap 
agrccmcoUi, repurdtase agreements, securities contracts, commodity contracts and 
futures cuniracls. all os dufinud in the Bankruptcy Code. Financial contracts are 
currently exempt from many ofthe provisions of the Bankruptcy Code that would 
govcm ordinary commercial tnuisucltcm.H. For loiample, u non-debior would normally 
be barred by the automatic stay ui a bankruptcy case from icnnmating a contract with 
the debtor l^ned on the commencement of the debtor’s bankruptcy case. K non>debfor 
party to a financial contract is not so barred. Usually a creditor in possession or conlrol 
ofconaieraJ would be barred by the automatic stay in a bankruptcy case from enforcing 
its ri^ts against the collateral to obtain poyraent of amounts owed to by it the debtor. 

A non-debtor party to a ftnancial contract Is not so barred. Typically also u creditor 
who receives a payment or collateral from the debtor on the eve of the commencement 
ofthe debtor’s bankruptcy case would be vulnerable to the payment orcolluteral being 
returned to the debtor’s bankruptcy estate os a preference. A non-debtor party to a 
fioanclat contract is exempt from any preference risk. 


The Confcreace ii a voluiiiMy. nmi-proflt, tion-paniMn, sclf-supponing orgoniauion of approxJnuivt) 
tixiy Iswyen, bw profevson mml bankruiMcy judges wha are lending scholars and prncitthiners in ihc 
fkld of hnnkniptcy law- t-'or approximnielyTU years, its primary purpose has been and is lo advise 
Congress on the openilon of benkrupicy 4iwl related laws and any proposed changes to those laws. A 
tact sheet describing the Conference and a Ibi ofiu current members is enclosed. 

rSIH 114, ISDIMAIN STREET •FAJarXX.VA lien 24I0«TI;L: 7«3-jn-MIII*rAXr TlU-«a^nV7 
C-aiull: Info^mbeoAr.org • Website: wwwjiatioDalbiinkniplryconrercncc.org 
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March IS. 2010 
Page 2 


I'he justiilcation for these exetnpitom is based on u concern about systemic risk. Financial 
contracts ore so much a part of the capital markets (hat the bankruptcy of a participant may, absent 
exemptions from the Bankruptcy Code. ‘Treeze'* contracts witli the debtor from unwinding and 
produce a *'daisy chain*' effect of multiple defaults among maikct participants. Ihe Conference does 
not question this justification However, the Conference does question whether (he exemptions are 
currently dralkd so broadly that they would exempt friim the Baitkruptcy Code various non-financinl- 
contract commercial uansacUons for which the normal rules ofhankrupicy should govern, and thereby 
undermine the goals of the Bankruptcy Code aimed at a collective proceeding involving all creditors 
and equal ircaimem of all creditors similarly situated. Indeed, the Conference is concerned that the 
breadth of the current exemptions aftoids parties the opportunity voluntarily to structure ordinary 
commercial transactions, such as loans or supply agreements, os financial contracts in order to fall 
within the exemptions and avoid the normal rules of bankruptcy, even though the transactions pose no 
or little systemic risk. 

The Conference in this letter Is making three proposals. 1'hc first proposal is to confine colletemi 
securing performance under financial contracts and l>eneniing from the exemptions to su'Called 
“financial collalcTal". The second proposal is to limit the defense relating to a settlement paymeru on 
a security so that the defense is not available to the beneficial holder of the security The third 
proposal is to provide a separate scheme for forward and commodity contracts where the underlying 
commodity is actually used or sold in the ordinary course of the debtor’s bu-siness. Each of these 
proposals Is di.scussed below. 

1. Financial Collateral 

'Hto current exemptions contain no limitation on the types of cullatcrai against which a non- 
doblor counterparty may exercise contractual rights with the benefit of the exemptions. Therefore, a 
nunnlebtor counterparty to a financial contract, such os a swap agieeincni, may exercise its secured 
party rights against the collateral posted for such agreement free from any bankruptcy stay, regardless 
of \<^elher the collateral is cash or securities (as would be conunon fur a swap agreement) or the 
debtor’s plants, equipment and otlieT operating asseui (which would be quite uncommon for a 
legitimate swap agreement). Indeed, the use of luicommon collateral in what is otherwise facially a 
protected financial contract may be a strong indicator that the transaction is, in fact, a secured loan or 
commercial arrangement (hat has been documented to appear to be a financial contract entitled to the 
exemptions. 

The unfcUcrcd exercise of secured party rights against operating assets could end the debtor’s 
prospects for reorganization, and thus likely lead to the termination of its employees and the toss of 
going concern values to other creditors and stakeholders. Where collateral is cash, securities or other 
fungible financial assets, affording a non-debtor counterparty the right to realize on such collateral free 
from (be automatic slay should not deprive the debtor of its tcorgBnI/.aiion prospects. In cunirast, 
where the collateral is operaUng as.scu - which can often be unique or practically irreplaceable - not 
only does the type of collateral raise serious issues as to tbe bona Gdes of the transaction as a protected 
contract, but the loss of (he automatic stay can be fatal to (he debtor's reorganization prospects. The 
Conference’s proposal limits tlie special protections related to llte exercise of contractual rights against 
collateral to financial assets of types that are usual for legitimate protected financial contracts and do 
not preseni as high a level of risk to reorganbation prospects. 
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Anached as Exhibit A is a draft of the suggested arncndmonls to the Bankruptcy Code to confine 
recourse to collateral under the flnancia) contracts exemption provisions solely to collateral that is 
**nnancial collateral" as defined in the draft. Tlte draft is designed to exclude from the exemptions 
recourse to collateral consisting of a debtor’s operating assets on the theory that the transactions are 
likely abusive ones, i.e., transactions that in economic effect arc ordinary commercial transactions, but 
arc structured as derivative traasactions merely to benefit from the exemption.^. In the Conference's 
view, these abusive transactions do not implicate systemic risk ami should nut benefit from the 
exemptions. 

If. Settleme nt Paym ents 

Bankruptcy Code § S46(e) was designed to protect prepetition tninsfers under xecurilies oonlracis 
fruin avoidaiKe us preferential transferR or fraudulent iransrera. For example, a mark'lu-murkei 
margin payment ut^cr a securities purchase agreemuni, scciiridcs loan, margin loan, clearing advance 
or other securities contract might be subject to avoidance as a preferential transfer absent § 546(e) 
protection. Similarly, § 546(e) protects mtcmwdiurics in the national securities clearance and payment 
process from avoidance exposure with respect to the transfers for which they act as intermediaries. 

There has been disagreement among the couns us to the scope of the § 546(e) protection with 
respect to payments to shareholders in connection with leveraged buyouts and similar transactions. 
Absent $ 54^e). shareholders who received payouts for their stock in connection with a leveraged 
buyout that rendered the target company insolvent may be vulnerable to recovery of their payouts as 
constructive frouduienl transfers by the target company's bankruptcy ostatc. The recovered amounts 
would be available to repoy the target company’s unpaid creditors. Most (but not all) courts have 
interpreted § 546(c) sufficiently broodJy a.<t to immunize shareholders from such recoveries if they 
received their payouts through the national securities clearance or payment system or even merely 
from a bank, even though no securities contract was implicated and they are not themselves securities 
or payment inlennediarics. The Conference believes that this result is unfair and urmecessary to 
protect llie securities markets. 

Atiached hereto as Exhibit B is a draA of (he suggested amendments to §§ 546 and 550 of the 
Bajikntpicy Code to permit recourse to the beneficial holder of a security on which a seillemcnt 
payment is made if the settlement payment otherwise constitutes a constructive fraudulent transfer. 

The proposed amendments would not alTcct the exemptions under those sections currently available to 
banks, brokers and other imermedinries who are not the beneficial holder of the security. 

Ill Forward and Commodity Contracts 

The ciuTcnt Bankruptcy Code linoncial contract exemptions apply to forward and commodity 
contracts because forward and commodity contracts are regularly traded, much in the same way as 
securities are traded, and pose many of the same systemic risk issues. However, the exemptions for 
forward and commodity contracts arc so broadly drafied that they could include ordinary commodity 
supply contracts by which ibe debtor in ordinary course of its business sells a commodity to an end- 
user or buys a commodity from a supplier for use in the debtor's business. 
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The Conference is of the view that commodity supply conlracls in whicir in the ordinary course 
of its business the commodity is sold by the debtor to an cnd*user or is used by the debtor should not 
pose systemic risk issues and therefore should not be exempt from the ordinary bankruptcy rules. 
However, the Conference has been unable to formulate a ‘'bright line" rule that would distinguish a 
forward or comn>odity contract (hat is regularly traded and that poses a systemic risk concern from an 
ordinary supply contract that does not pose a systemic risk concern. The difficulty in devising a 
"bright line" rule lies in part in the fact that many debtors enter into forward and commodity contracts 
not only to sell or use the underlying commodity but also to hedge market volatility risk. Accordingly, 
a supplier or end-user will often preserve the option to trade a forward or commodity contract even 
ihot^ it would otherwise sell or use the undeilying commodity. 

Given that the efforts of the Conference to distinguish a forward or commodity contract that is 
regularly traded ftom an ordinary st^ply contract have not been successful, the Conference mstcad 
proposes a difrerent scheme fur forward and commodity contracts. Under this scheme, a debtor in 
possession would have a very sitori opponunily Ut elect that all forward aiui commodity contracts 
between the debtor and a single coiinlerpaily not have (he benefit of the exemptions otherwise 
applicable to Ihe contracts. If llte election is mode, the forward and commodity contracts with the 
single counterparty would be governed by a set of rules under which, if lltc debtor in pos.scssioii 
wishes to preserve the value of the forward and commodity contracts for the benefit of the debtor's 
bankruptcy estate, the debtor in possession is requirc<l to post cash collateral in favor of the 
counterparty to cover postpetition volatility risk. In this way. the debtor in possession may retain the 
value of ihe forward and commodity contracts by ‘^pulling its money where Ks mouth is," while at the 
some time the non-debtor counterparty is protected by the ca.sh collateral posted. 

Attached hereto as Exhibit C is a more detailed outline as to how these provisions would work. 

If there is sufTicient interest in exploring this proposal, wc virould be happy to work with you to 
develop statutory language. 

We encourage you lo consider the Conference's proposals, and look forward to discuiuring 
(hem with you. Ifyou would like any further informalioo, please contact me by telephone at 
(617) 951-8615 or by email at Edwin.smiih@biogham.com. 
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EXHIBIT A 


Am«nd section 362(b)(6)) (7), (17) and (27) as fofiows: 

(b) The filing of a petition under section 301,302, or 303 of this title, or of an 

application under section 5(a)(3) of the Securities Investor Protection Act of 1 970, does 
not operate as a stay - 


(6) under subsection (a) of this section, of the exercise by a conunodity 
broker, forward contract merchant, stockbroko', financial institution, 
fmancinl participant, or securities clearing agency of any contractual right 
(as defined in section 555 or 556) to foreclose on. dispose of, draw 
qgainst. demand and receive payment unebr. or otherwise realize on anv 
financifl] collateral under any security agreement or arrangement or other 
credit enhancement foimuig a part of or related to any coremodity 
contract, forward contract or securities contract, or of any contractual right 
(as defined in section 555 or 556) to oPfeet or net out any termination 
value, payment amount, or other transfer obligation arising under or in 
connection with 1 or more such contracts, including any master 
agreements for such contracts; 

(7) under subsection (a) of this section, of the exercise by a repo participant or 

financial participant of any contractual right (as defined in section 559) to 
foreclose on , of. draw apainst. demand and receive pavincnt 

under, or otherwise realiTB on anv financial collateral under any security 
agreement or arrangement or other credit enhancement forming a part of 
or related to any repurchase egreemenl, or of any contractual right (as 
defined in section 559) to offset or net out any termination value, payment 
amount, or other transfer obligation arising under or in connection vrith 1 
or more such egreemeuts, including any master agreements for such 
agreements; 

* • * 

(17) under subsection (a) of this section, of the exercise by a swap participant 

or financial participant of any contractual right (as defined in section 560) 
to foreclose on. dispose of. draw against, demand and receive payment 
under, or otherwise realize or . anv financial collateral under any security 
agreement or arrangement or other credit enhancement forming a part of 
or related to any swap agreement, or of any contractual right (as defined in 
section 560) to offset or net out any termination value, payment amount, 
or other transfer obligation arising under or in connection with 1 or more 
such agreements, including any master agreements for such agreements; 

* • * 

(27) under subsection (a) of this section, under subsection (a) of this section, of 
the exercise by a master netting ^reement participant of any contractual 
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right (as defined In aection SSS, S56j 559, or 560) to foreclose or». disposg 
of dtnvv agoiflirt. deynnnri and receive payment under, or otherwise realize 


on any finemcial collateral under any security agreement or arrangement or 
other credit enhancement fonning a pari of or related to any master netting 
agreement, or of any contractual ri^t (as defined in section 555, 556, 559, 
or 560) to ofeet or net out any termination value, payment amount, or 
other transfer obligation arising under or in connection with 1 or more 
such master netting ^reements to the extent that such participant is 
eligible to exercise such rights tinder paragraph (6), (7), or (17) for each 
individual contract covered by the master netting agreement in issue; and 


Amend section IQl to insert (he following after paragraph (21B); 


f2lO The term “financial collateral” 


of the kind described in 
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EXHIBIT A 


Note; The Seetioo 362(b) portion of tbe forgoing is identical to Hie Drafting 
Committee report of July 23, 200B. The Section 101(21C) portion of the foregoing 
contiiiiis changes from sach report in clauses (AXi) and B(ii). 
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EXHIBIT B 


Anaend Section S46(c) as follows: 

(c) Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b) 
of this title, the austee may not avoid a transit that is a margin pa>Tnent. as 
defined in section 101, 741,- or 761 of this title, or settlement payment, as defined 
in section 101 or 741 of this title, made by or to (or for the benefit ol) a 
ooomicdi ty broker, forward contract merchant, stockbroker, financial institution, 
financial participant, or securities clearing agency, or that is a transfer made by or 
to (or for the benefit of) a commodity broker, forward contract merchant, 
stockbroker, financial institution, financial participant, or securities clearing 
agency, in connection with a securities contract, as defined in section 741(7), 
commodity contract, as defined m section 761(4), or forward contract, that is 
made before the commencement of the case, exc^t 


Per that is otherwise avoidable u nder section 

548(a)(]XA) of tiUeior 

(21 a transfer that la otherwise avoidiable under section 544. 

extent such transfer is a redemption payments principal 
payment, divid^ payment, interest payment or other 
distribution on or in resnect of a security, made for the 
benefit of the beneficial holder of the security, bv or on 
behalf of the issuer of the security or another entilN' 
obligated with respep t ^9 the secoritv . 


Add a new Subsectioa (g) to Section 550 as Follows; 

(g) The trustee msy not recover anv transfer of 0 kind described in section 
S46(eV2y except the entity that Is the beneficial bolder of the 

security on or in respect of which such transfer is made . 


Note: The Section 546(e) portion of the forgoing is identical to the Drafiing 
Committee report of July 23, 2008. The Section 550(g) portion has been changed. 


CHI 41I5423V.1 
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EXHIBIT C 


Rxcluded Commodity Contracts 
Outline of Key Provisioaa 

New definition of "‘excluded commodity contract*’. 


An “excluded commodity contract'’ would be any “forward contract” or 
“commodity contract” (or similar term, such as “forNvard agreement”) for the purchase or 
sale of a commodity' actually used or sold by the debtor in the ordinary course of its 
business, including a hedging contract for actual business operations, if the debtor is not a 
“financial participant”. 

Replacemen t protec tions applic able to excluded commod ity contracts, 

Except as to all excluded commodity contracts with a single counterparty listed by 
the debtor or trustee in a statement filed with the court within 48 hours after the order for 
relief, the Bankruptcy Code’s exemptions for financial contracts tvould not apply to an 
excluded commodity contract. The exemptions that would not apply would include 
exemptions from avoidance relating to the excluded commodity contract itself or any 
guaranty of, security interest securing, or other credit enhancement of the excluded 
financial contract. 

Instead, the follow'ing protections would apply: 

[nterim post-perition performance. Pending assumption or rejection of each 
excluded commodity contract, the trustee would be required to perform all terms of the 
contract (other than provisions described in section 365(b)(2)) that are required to be 
performed by the debtor post-petition. During this period Ae trustee would not be 
required to pay any unpaid amounts on an excluded commodity contract that were 
required to have been paid by the debtor pre-petition. 

No cherry picking. The trustee would not be permitted to cherry pick among 
excluded commodity contracts with a single counterparty, All such contracts with the 
counterparty would have to be either assumed or rejected. 

Administrative expense claim for "in the money" claims including post-petition 
changes in value. If, on the date on which excluded commodity contracts with a 
particular counterparty are assumed or rejected, the net market value to the counterparty 
of the excluded commodity contracts (measured across all such contracts) is positive, 
then the counterparty would have an administrative expense claim for any amount by 
which the net market value to the counterparty on that date is greater than the net market 
value (by the same measure) of all those contracts on the earlier of the date of the order 
for relief and the post-petition date on wluch the net market value (l^y the same measure) 
to the counterparty is first positive. 

Cash collateral to be posted to secure the administrative expense claim. The 
trustee would 'ce required to post cash collateral, starting no later than X (~5) days after 


A;'7317.W01.7 
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the date of the order for relief, to secure pa>'mcnt of the administrative expense claim 
(determined, as to each counterparty, as if all of such excluded commodity contracts were 
being assumed or rejected as of the date of determination) in an amount equal to 1 05% of 
the allowable administrative expense claim, and the counterparty would be required to 
return any excess cash collateral. Cash coll^eral would be posted or returned each 
business day based on the closing price at the end of the prior business day. The amount 
of cash collateral to be posted under this provision would net be subject to modification 
by any agreement between the debtor and the counterparty, except a post-petition 
agreement approved by the court. 

Period in which to assume or reject, 'fhe trustee would have up to Y (~'30) days 
after the order for relief to move for court approval to assume or reject the contract, Cash 
collateral would continue to be posted or returned as required pending court approval. If 
the contract is not assumed within that time period, it is considered rejected. 

Effect of rejection. If a counterparty's excluded commodity contracts are rejected, 
the counterparty’s netting rights would be preserved, and the contracts would no longer 
be “excluded”, i.e., all financial contract exemptions would apply (including with respect 
to collateral posted post-petition for any administrative expense claim). The counterpaity 
would then have a period of up to 30 days following the rejection date to exercise the 
counterparty’s right under the financial contract exemptions to terminate the contracts 
and exercise liquidation and netting rights wiiiioul leave from the bankruptcy court. In 
addition, on rejection, the counterparty’s damage claim under section 365(g) would be 
measured as of the rejection date (subject to sections 562(b) and (c)), rather than as of the 
petition date. 

Stay relief If the trustee fails to post cosh collateral, otherwise perform the 
excluded commodity contract or timely assume the excluded commodity contract, then 
stay relief would be automatic for the counterparty, all excluded commodity contracts of 
that counterparty would cease tx> be excluded commodity contracts, and the general 
financial contract exemptions would be available to the counterparty. 

Transition provisions 

The foregoing treatment of excluded commodity conti’acts would apply to a 
contract entered into on or after the date of enactment. If a confirmation is entered into 
on or after the date of enactment under a master agreement entered before the date of 
enactment, the foregoing treatment would apply to the confirmation. 

The foregoing treatment would not otherwise apply to a contract, or to a 
confirmation under u master agreement, entered into before the date of enactment unless 
the contract or confmnation were amended on or after the date of enactment to add a 
commodity or to increase the amount of a commodity, the price for a commodity or 
margin or collateral or to provide a guaranty or other credit erdiancement of the debtor’s 
performance. 


A/73173401.7 
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A mm-propt, non-ftartisa/t , setf-supporiim^ ornwfiz^tlion of 
approximtUfly xixiy Uim'en. law pw/essory ami hankrupicy 
jtuifies who are ltf(ulint( scholars and proctinouers in the 
field oj Itankruptcy law. Its primary purftoxe is to advise 
Congress tm the operation of hankraptcy and related 
laws and any proposed chanfies to those laws. 

Histofy. The National Bankruptcy Conference (NBC) was formed from a nucleus of the nation's leading 
hankrupicy scholars and pmciitinners. who gathered iiifoniuilty in the I93(rs at ihe requesi of Congress 
to assist in (he drafting of major Depression-era bankru|Mcy law amendments, ultimately resulting in die 
Chantllcr Act of 1938. The NBC was formalir.ed in the 1940*s and has heen a resource to Congress on 
every significani piece of bankruptcy legislation since that time. VIcnibers of the NBC formed the core of 
the Commission on ihc Bankruptcy Laws of the United Stales, which in 1973 proposed the overhaul of out 
iMnkrupicy laws that led to enactment ol' the Bankruptcy Code in 1978. and wea* heavily involved in the 
work of the National Bankruptcy Review Commission (NBRC), whose 1997 report initiated the process that 
led to signiheam amendments to the Bankruptcy C'ode in 2005. 

Current Members. Membership in the NB(' is by inv ilation only. .Among Ihc NBC's 60 active members arc 
leading bankruptcy scholars at major law schools, as well as cmrciii and former judges from eleven different 
judicial districts and practitioners from leading law hmis throughout dte coutiiry who have been involved 
in mewl of the major corporate reorganization cases of the last three decades. The NBC includes lending 
consumer bankruptcy experts and experts on commercial, employment, pension, mass tort and tax related 
bankruptcy issues. It also includes former members of the congressional staff wito |iartici|)atcd in drafting 
the Banknipicy Code as originally passed in 1978 and fonner members and suUT of llie NBRC. The ciirreni 
members of the NBC nnd their affiliations are set forth on the second page of this fact sheet. 

Policy Positioiis. The Conference regularly takes subsianiivc positions on issues implicating bankruptcy law 
and policy. It <li>cs not. however, take positions on behalf of any organization or interest group. Instead, the 
NBC seeks to reach a consensus of its members - who represent a broad speciruni of political and economic 
|)ers|)eciives • based on their knowledge mid experience as practitioners. judgc.s and scholars. The Confer- 
ence’s po.silions are considered in light of Ihc slated goals of our bankruptcy system: debtor rehabilitation. 
ei|ual ireaimeni of similarly situated creditors, preservation of jobs, prevention of fraud and abuse, and 
economical insolvency administration. Conferees arc always mindful of their mutual pledge to ‘'leave their 
clients at Ihe d<x)r" when they participate in Ihe deliberations of ihe Conference. 

Technical and Advisory Services to Congress. To facilitate the work of Congress, the NBC ofl'ers members 
of Congress, Congressional Committees and their staffs Ihe services of its Conferees as non-partisan techni- 
cal advisors. These services are offered without regard to any substantive positions the NBC may lake on 
matters of bankruptcy law and policy. 


National Bankruptcy Conference 
PMB 124. 10332 Mam Street • Fairfax. VA 22030-2410 
703-2734918 fax: 703-802-0207 • Emalt info@nbcont.Ofg * Web: wvvw.natlonalbankruptcyconference.org 
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Mr. Bachus. Professor Jackson? And thank you. 

TESTIMONY OF THOMAS H. JACKSON, DISTINGUISHED UNI- 
VERSITY PROFESSOR & PRESIDENT EMERITUS, UNIVERSITY 

OF ROCHESTER, ROCHESTER, NY 

Mr. Jackson. Chairman Bachus, and Ranking Member Johnson, 
and other Members of the Subcommittee, thank you for inviting me 
here this afternoon. And it is an honor to have an opportunity to 
testify before you on a subject near and dear to my heart, which 
is bankruptcy law, and specifically the role bankruptcy law can and 
should play in the best possible resolution of a troubled large finan- 
cial institution, and how modest, but important, amendments to 
the Bankruptcy Code can facilitate that outcome. 

First, what do I mean by the best possible resolution of a trou- 
bled financial institution? I mean a resolution process that meets 
three important tests: first, one that both minimizes losses and 
places them on appropriate pre-identified parties; second, one that 
minimizes systemic consequences; third, one that does not result in 
a government bailout. 

In reflecting on the 2008-’09 financial crisis, everyone seemed to 
acknowledge that bankruptcy law should play a major role, but few 
had confidence that it was up to the task. The Dodd-Frank Act, 
while placing bankruptcy at the core of a resolution regime, none- 
theless created an administrative backstop to it. Bankruptcy’s core 
role in Dodd-Frank is reflected in two places, first in the require- 
ment of resolution plans — living wills — under Title I, which are fo- 
cused on and tested against a bankruptcy resolution process. It is 
also reflected in the statutory requirements for implementing an 
administrative resolution proceeding, the orderly liquidation au- 
thority under Title II. 

Such a resolution proceeding cannot be commenced without a 
finding that use of bankruptcy law would have serious adverse ef- 
fects on U.S. financial stability. It is widely acknowledged that 
bankruptcy is the preferred resolution mechanism. 

But there is a disconnect between those premises in today’s 
Bankruptcy Code. There is an emerging consensus that the best 
resolution system, one that meets the three standards I noted 
above, involves, first, loss bearing capacity known in advance that 
can be jettisoned in a rapid recapitalization of a financial institu- 
tion. In the United States, this system is represented by the FDIC’s 
single point of entry proposal for the recapitalization via a bridge 
company of a SIFI holding company under Title II. 

Compared to this administrative resolution proposal, the current 
Bankruptcy Code is, in my view, kind of “close but no cigar.” Yes, 
Chapter 11 of the Bankruptcy Code is increasingly used to effec- 
tuate a going concern sale of a business, sometimes rapidly through 
a pre-packaged plan. But it will struggle to do this in the case of 
a large financial corporation. The essence of the recapitalization is, 
first, leaving behind equity and the loss-absorbing debt, presum- 
ably long-term, unsecured debt, to bear the losses. And second, the 
transfer of everything else — assets, liabilities, rights, and subsidi- 
aries — to a bridge company that because of the stripping off the 
loss-absorbing debt is presumably both solvent and in a position to 
deal with the needs of its subsidiaries. And this must be done with 
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great speed so as to restore market confidence without a contagion- 
producing run. 

Yet because of the exemption of qualified financial contracts from 
most bankruptcy’s provisions, including the automatic stay, and be- 
cause of the lack of clear statutory language permitting the assign- 
ment of liabilities or the override of cross defaults or change of con- 
trol provisions, the current Bankruptcy Code cannot provide the 
necessary assurance of a rapid recapitalization. This will lead, in 
my view, either to ineffective resolution plans and/or the reality 
that Title II will, contrary to desires, become the default resolution 
mechanism. 

In my view, amending bankruptcy law is the solution. Doing so 
can harmonize resolution plans with what currently is perceived to 
be the best way to deal with a troubled large financial institution, 
and those fixes can assure that Title II of Dodd-Frank becomes, in 
fact, a process of last resort to deal with emergencies that we are 
simply not able to foretell. 

What is required? In addition to specified loss absorbency capac- 
ity known in advance, and that I understand the Federal Reserve 
Board is working on, it requires explicit statutory authorization for 
a rapid transfer of the holding company’s assets, liabilities, rights, 
and subsidiaries, minus the loss absorbing debt and equity to a 
bridge institution, and stays and overrides of certain provisions to 
enable that to happen. 

In my written statement, in a proposed Subchapter 5 to Chapter 
11, and there are other proposals that are called Chapter 14 that 
are referenced in it as well, goes into detail as to how to accomplish 
this. And while the details are many, the concept is simple. 
Through modest amendments to the Bankruptcy Code it indeed can 
become the primary resolution vehicle for large financial institu- 
tions as envisioned by the Dodd-Frank Act. 

And because it is a judicial proceeding, bankruptcy places pri- 
macy on the rule of law, on market-based solutions rather than 
agency control, and on a process that is fair and known in advance, 
indeed planned for via resolution plans. I urge that you consider 
amending the Bankruptcy Code along these lines. 

Again, I want to thank the Subcommittee for allowing me this 
opportunity to present my views. I would, of course, be delighted 
to answer any questions you may have. 

[The prepared statement of Mr. Jackson follows:] 
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Thank you for inviting me to testify today. I am Thomas Jackson, Distinguished 
University Professor and President Emeritus at the University of Rochester. Prior to 
moving to the University of Rochester, I was a professor of law, specializing in 
bankruptcy, at Stanford, Harvard, and the University of Virginia schools of law. I am 
the author of a Harvard Press book, The Logic and Limits of Bankruptcy Law, a 
bankruptcy casebook, and numerous articles on bankruptcy law. Recently, my work in 
the field of bankruptcy has focused on the use of bankruptcy in resolving systemically 
important financial institutions (SlFIs). In that capacity, I was coxhair of a Bipartisan 
Policy Center working group that produced, in May of 2013, Too Big to Fail- The Path 
to a Solution. I have also been, since 2008, a member of the Hoover Institution’s 
Resolution Pro,iect, which has produced two books discussing how bankruptcy can be 
made more effective in terms of the resolution of SIFIs. And, since December, I have 
been a member of the Federal Deposit Insurance Corporation’s Systemic Resolution 
Advisory Committee. I am here today in my individual capacity, and the views I 
express are my own, not those of any organization with which I am affiliated. 

I am a firm believer that the Bankruptcy Code, with a few significant changes, 
can be made an important player in the resolution of SIFIs and that both bankruptcy 
law and the Dodd-Frank Act can be made more effective as a result. Before discussing 
those changes, however, I believe it is important to set out, briefly, (a) the relationship 
envisioned between the Dodd'Frank Act and bankruptcy law, (b) the current status of 
the major alternative to bankruptcy — ^the Orderly Liquidation Authority (OLA) of Title 
II of the Dodd-Frank Act, (c) why bankruptcy law, without statutory changes, cannot 
adequately fulfill what virtually everyone believes should be its role, and (d) why this 


1 
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creates problems both for the Dodd'Frank Act’s Title I provisions for resolution plans 
under Section 165(d) — so-called “Living Wills” — as well as for its OLA provisions under 
Title 11. After setting out that important backdrop, I will discuss the core of changes 
that 1 would suggest be implemented in the Bankruptcy Code in order to make it an 
effective alternative to the FDIC’s development of “single-point'of-entry” (SPOE) as its 
presumptive method of implementing OLA under Title II of the Dodd'Frank Act, thus 
fulfilling the intent of both Title I and Title 11. 


The Relationship Envisioned Between the Dodd-Frank Act and Bankruptcy Law 

In two key places, the Dodd-Frank Act envisions bankruptcy as the preferred 
mechanism for the resolution of SIFIs. The first occurs in Title I, with the provision for 
resolution plans under Section 165(d). Covered financial institutions are required to 
prepare, for review by the Board of Governors of the Federal Reserve System (Federal 
Reserve Board), the Financial Stability Oversight Council, and the Federal Deposit 
Insurance Corporation (FDIC), “the plan of such company for rapid and orderly 
resolution in the event of material financial distress or failure ....”' If the Federal 
Reserve Board and the FDIC jointly determine that a submitted resolution plan “is not 
credible or would not facilitate an orderly resolution of the company under title 11, 
United States Code,” the company needs to resubmit a plan “with revisions 
demonstrating that the plan is credible, and would result in an orderly resolution under 
title 11, United States Code . . . The failure to submit a plan that meets these tests 

1 Dodd-Frank Act § 16.t(d)(l). 

“ Dodd-Frank Act, § IG.tlcDld) 

2 
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can lead to restrictions, and divestiture, “in order to facilitate an orderly resolution of 
such company under title 11, United States Code . . . For present purposes, the 
important point is that effective resolution plans are tested against bankruptcy law, not 
OLA under Title II of the Dodd'Frank Act. It therefore goes without saying — but is 
worth saying nonetheless — that the effectiveness of bankruptcy law in being able to 
resolve SIFls is critically important to the development of credible resolution plans 
under Title I. 

The second occurs in the context of the ability to initiate the OLA process under 
Title 11 of the Dodd-Frank Act. Invocation of Title II itself can only occur if the 
government regulators find that bankruptcy is wanting. That is, by its own terms, 
bankruptcy is designed by the Dodd-Frank Act to be the preferred resolution 
mechanism." The FDIC has announced that it supports the idea that bankruptcy, not 
OLA, should be the presumptive resolution procedure.*’ The ability of bankruptcy law 
to fulfill its intended role as the presumptive procedure for resolution, of course, turns 
on the effectiveness of bankruptcy law in rising to the challenge of accomplishing a 
resolution that meets three important goals* One that (a) both minimizes losses and 


" Dodd- 1’ rank Aul., § 1Go(d)(5)(A) 

4 Do(l(i-Frunk Au(, § 2 ()H(;i)(1)(F) & (:j)( 2)(F): § & (a). 

^ Fodoral Deposit Insurance Corporation. The Rosolulkm oT Systomiciilly Imporlunl Fimmchd 
InsUtulions' The Single Point of Entry Slrnlegy, 78 Fed. Kefr, TGOld. (Dee. 18. 2018) (hereafter 
' FDIC SPOE'O, at 7661o (“the statute makes clear that bankruptej' is the preferred resolution 
framework in the event of the failure of a SIFF)! see Statement of Martin J. Gruenberg, Chairman, 
Federal Deposit Insurance Corporation on Implementation of the Dodd-Frank Act before the 
(’onimittoo on Banking, Housing and Urb<an Affairs, United States Senate (December 6, 201 1), 
available a(. h( i])'-'VvvAvvv.l'dic.gov/V!('vvs/ne>vH/Kp<Hiches/chairman/s])decOGl 1 .hi in 1 (“H'lho firms are 
successful in Iheir rosolul.ion planning, then l-ho OL.A would only be used in (he rare inslanco where 
resolul ion under (he Bankrufil.cy Code would have serious adverse effecl.s on U.S. finaninal 
sLabihly'’). 

‘4 See Remarks by Marlin J. Gruenber^, Chairman. Federal Deposit Insurance Corporation, in 
Implementation of the Dodd-Frank Act before the Volker .fMliance Program (October 13, 2018), 
available at http ■.u'www.fdi.c-''gov/news/new^s/speeche3/spoet 131 3.html . 
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places them on appropriate, pre"identified, parties, (b) minimizes systemic 
consequences; and (c) does not result in a government bail-out. 


The Current Status of the Orderly Liquidation Authority 

Title II of the Dodd-Frank Act, containing the OLA, in many ways adopts much 
of bankruptcy law’s provisions, with a key difference being that the resolution is 
handled by the FDIG, as receiver, retaining significant discretion, as compared to a 
bankruptcy court, subject to statutory rules that can and will be enforced by appellate 
review through the Article III judicial system. 

But we are not in 2010, when the Dodd-Frank Act was envisioned and enacted. 
Much thinking and work has occurred since then, in terms of how, effectively, to resolve 
a SIFI jvit/iout jeopardizing the financial system and without a government bailout.^ 
Increasingly, attention has turned, in Europe as well as in the United States, on a rapid 
recapitalization. Europe has focused on a “one-step” recapitalization via bail-in® while 
the FDIC has focused, in its SPOE proposal, on a “two-step” recapitalization rather 


^ A useful discussion of whether and how well Title II of Dodd Frank responded to the 2008 crisis — 
prior to the development of the SPOE proposal — ^is contained in David vSkeeL Single Point of Entry 
and the Bankruptcy j\lternative (forthcoming, Brookings 201d). 

^ Kinancial Stability Board, /fogrty^s and Next Stops Towards Ending “Too-Hig-to-h'aH. ’’ Poport of 
Iho h'inancial Slabilily Board lo (he (1-20, available at 

vvwv^ J'inanciaisl aiiilii vboani.or^'^'pulilications/r B->()902,p-dr (8e[)l.. 201 3)- Thomas lluertas. Vice 
(^hairman. Comm. OfEuropean Banking Suporvdsors and Dir, Banking Soclor, U.Tv. Fin. Services 
Aulh. , The Road to Dollor Resolution ' From Bail-oul lo BaiJ-in. speech at The Euro and (he 
Financial Crisis C'onference (Sept. G, 2010). available at 

http './/WWW, fsa. gov. uk..-'libraiw/communicatiom^8peeches/2010/0006 th.sb.t nih Clifford (Chance. Legal 
Aspects of Bank Bail-Ins (2011). 
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than a formal baihin'^ Under the FDIC’s approach, a SIFI holding company (the 
“single point of entry”) is effectively “recapitalized” over a matter of days, if not hours, 
by the transfer of virtually all its assets and liabilities, except for certain long-term 
unsecured liabilities, to a new bridge institution whose capital structure, because of the 
absence of those long-term unsecured liabilities, is both different and presumptively 
“sound.” The bridge institution then forgives intercompany liabilities or contributes 
assets to recapitalize its operating subsidiaries. Because of the splitting off of the long- 
term unsecured debt, the bridge institution, in the FDIC’s model, looks very much like 
a SIFI following a European-like “bail in”; the major difference is that in the "bail in,” 
the SIFI operating subsidiaries are directly recapitalized, hence the “one-step,” whereas 
in the FDIC’s SPOE proposal, the “recapitalized” bridge institution, a different legal 
entity, is formed first and effectively receives a “new” capital structure by virtue of 
having long-term unsecured debt left behind in the transfer to it and the bridge 
institution, in turn, recapitalizes (where necessary) its operating subsidiaries, hence 
the “two-step.” 


Kl)l(' SI’OK, siipri3 noto 5. Soc Kccloral Deposit Insumnoo (^oiporatioo & Bank of KnglanH, Joint 
Paper, liosolving (HobnUy Active, SysicmicaUy Importiini, l''iniinciul Instilul ions (Dec. 1 0. 201 2), 
available a(. I n i n'/.m wvv-ban ki-)ientrian(l-co,nk/)>ii[?lica{ ionK/D<H:um<»nis/tiews/2()1 2 / n rl 5 fi-})dr (joinl ly 
proposing ibe single-f)oinl.-or-enl.ry appn)a<;b). 

Early sif^ns of which were foroshadovvctl in Randall Guynn, Aro Bailouis Inoviiiiblo? . 29 YaLE J. 
OXREGLXATIOX 121 (2012), 

' ' In part, this difference is driven by different organizational structures common to U.S, SIFIs 
versus European SIFIs — our SIFIs are much more likely to use a holding company structure: in part 
this difference is driven by Title II's liquidation “mandate.” Section 2 14(0) of the Dodd-Frank Act 
explicitly states: “ All financial companies put into rocoivorship under this subchaptor shall ho 
li(iuidal(ul.” As a hankrupl(;y s(^h()lar. I view this latter mandal.e, al least in (he? ahslra(;l. as 
unlbrl.unalc!. A firsl -day lesson in a (*<)r])ora(.o reorganization course is l hal. '‘underslanding l hal 
finantaal and e(;<)nomi<; disl ress are <;()n(;epl.ually distinct from oa('h olher is fundamcmlal (o 
underslanding Chapter 11 of the Bankruptcy Code,” Barry Adler, Douglas Baird & Thomas Jackson, 
BaNIO^LTPTCY: CASES, PROBLEMS AXD MATERIALS 28 (Foundation Press 4^1^ ed. 2007). Avoiding a 
bailout requires that losses be borne by appropriate parties, identified in advance, not necessarily by 
liquidation of the underlying business, which may cause an unnecessary destruction of value. The 
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There are pre-conditions for making this work. Important among them are legal 
rules, known in advance, setting forth a required amount of long-term debt to be held 
by the SIFI that would be legally subordinate to other unsecured debt — in the sense of 
its debt-holders knowing that this debt would be “bailed-in” (in a one-step 
recapitalization) or left behind (in a two-step recapitalization).'^ And the effective use 
of a two-step recapitalization in Title II — the FDIC has promulgated for comments a 
working document on its SPOE proposal!-^ — needs to straddle the tension between Title 
IPs liquidation mandate (literally met because, following the transfer to the bridge 
company, the assets of the original holding company will have been removed from the 
SIFI holding company, which will subsequently itself be liquidated) and the notion of 
limiting financial contagion and using Title II only when its results are better than 
would occur in bankruptcy. That said, many recognize that the FDIC’s SPOE proposal 
for Title II of Dodd-Frank, consistent with parallel work in Europe, is a significant 
development in terms of advancing the goals of avoiding “too big to fail” — a resolution 
process that (a) allocates losses among the appropriate parties, (b) limits systemic 
consequences, and (c) avoids a government-funded baibout" 


h’DK' s SPOlO slrnlogy I'ormHlIy (‘omjilios wil-h (ho sl.al.ul.ory nxjuiromonl. by licjuidaliny; Iho SI h’l 
holding company aflor il.s assols havo boon lifjuidalod via (.ho 1 ransfor lo Iho brid^o company. 

Soo John Bovonzi. Bandall Guynn & Thomas Jackson, Too Dig Lo Fail- The Pulh Lou SoluLiun 
(Bipartisan Policy Center, Failure Resolution Task Force May 2013). 

See FDIC SPOE. supra note 5. 

See Daniel TaruUo, Toward Building a More Effective Resolution Regime- Progress and 
(Jhallenges" iOci. 2013), available at 

htt p i'7ww\v.fofjor.al refli;rv~(\g:ov/nowscvenrs/3pocch.'‘taru{lo20131 01 So. h tin I (’‘d'ho singlo-point-of-cntiy 
approach odors Iho host potential Ibr the orderly resolution ofa syslomif^ I'inancial drm . . William 
Dudley, President and (^hioC lOxocutivo OlHcor, Federal Kosorv^) Bank oTNow York, liemarks at ihe 
Federal Reserve Board and Federal Reserve Bank of Richmond Conrerence, Planning for the Orderly 
rosolulion of a Globally Systomically Important Bank, p. 1 (Wash. D.C. Ocl. 18. 2018) CT very much 
endorse the single-point-of-entry framework for resolution as proposed by the Federal Deposit 
Insurance Corporation (FDIC).' ); John Bovenzi, Randall Gmnn & Thomas Jackson, supra note 12; 
David Skeel, supra note 7. 
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The Inadequacies of Current Bankruptcy Law Seen in Light of SPOE 

I believe the “bones'” for a comparablysuccessful resolution of a SIFI under the 
Bankruptcy Code are already in place. But, without statutory revisions, such as I will 
be addressing in this statement, those “bones” are unlikely to translate to a competitive 
resolution procedure to SPOE, as developed by the FDIC, under Title II of the Dodd" 
Frank Act. 

While it is probably the case that the original “intent” of Section 363 of the 
Bankruptcy Code — a provision providing for the use, sale, and lease of property of the 
estate — at the time of its enactment in 1978 was to permit piecemeal sales of unwanted 
property. Chapter 11 practice began, over time, to move in the direction of both (a) pre- 
packaged plans of reorganization and (b) procedures whose essential device was a 
going-concern sale of some or all of the business (whether prior to or in connection with 
a plan of reorganization), leaving the original equity and much of the debt behind and 
with the proceeds of the sale forming the basis of the distribution to them according to 
the plan of reorganization and bankruptcy’s priority rules.i® While these going-concern 
sales don’t fit perfectly with the original vision, which assumed the Chapter 11 
company would be reorganized, not sold, such sales have been used, repeatedly, as a 
way of continuing a business outside of bankruptcy while the claimants and equity 
interests, left behind, wind up as the owners of whatever was received by the 

David Skool. Dobi's Duminion- A Iliwiorv oj-lianl ruDLcv Law in America 227 (Princeton 2001): 
Barry Adler, Douglas Baird & Thomas Jackson, supra note 11, at 4GG-407 (“between [1980 and 2000J 
a sea change occurred through which an auction of the debtor's assets has become a commonplace 
alternative to a traditional corporate reorganization”). 
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bankruptcy estate in connection with the sale. And it, at least in rough contours, has 
structural features in common with the two'Step recapitalization that is envisioned 
under the FDIC’s SPOE procedure. 

That said, a Section 363 sale is an imperfect competitor to SPOE in its current 
form. While both will require identification of long-term debt (or capital structure debt) 
that will be left behind — and presumably that may emerge from the current Federal 
Reserve Board consideration of this issue — a successful two-step recapitalization 
essentially requires the bridge company to be able to acquire all of the remaining 
assets, contracts, permits, rights, and liabilities of the SIFI holding company, while 
preserving the businesses of the transferred, non-bankrupt, operating subsidiaries. 

That seems to me very difficult to accomplish under the current Bankruptcy 
Code. First, because of a series of amendments designed to insulate qualified financial 
contracts — swaps, derivatives, and repos — from many of bankruptcy’s provisions, most 
notably the automatic stay and the unenforceability of ipso facto clauses — there is no 
effective mechanism in the current Bankruptcy Code to preclude counterparties on 
qualified financial contracts from running upon the commencement of a bankruptcy 
case.i''" Importantly, even if most such contracts reside in non-bankrupt operating 


Bankruptcy Code §§ 362(b)(6). (7), (17), (27), o46(e), (f), (g). (j), oob. 556, 559, 560. 561. (The FDIC 
SPOE proposal, consistent with statuf.oiy authorization. Dodd-Frank Act § 2i0(c)(8), (9). (10). (16). 
will override any such provisions in counterparty contracts (and subsidiary cross-default provisions); 
bankruptcy, being a judicial proceeding, cannot (and should not) do that without comparable 
sl.alulory aulhorizalion whi(;h (mrn'ntly not only is missing but is expressly (X)nl radid.od by 
provisions I hal exisl .) VVh ile my slatomonl. today fotmsos on (ihang(?s I hal are noctessary in (.h(!H(! 

(}xisl ing prol.cMd ivc? f)r<)visions for (X)untor|)artios on qualified financial eonl.ratds in ibe Bankrupl tty 
Code in order to pormil an offcclivo two-slcp recapitalization of a SIFI holding company. I boliovo 
these existing Bankruptcy Code provisions, and their relationship to bankruptcy law more generally, 
needs to be rethought. See David Skeel & Thomas Jackson, Transaction Consistency and the New 
Finance in Bankruptcy. 112 COLITM L. Re:\7 152(2012). 
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subsidiaries of the bridge company, such creditors may have cross-default or changcof- 
control provisions triggered by the Chapter 11 filing of their former holding company. 
Nor would it be clear under existing bankruptcy law that operating licenses, permits, 
and the like could be transferred to the bridge company, either because it legally is a 
new company or because there has been a change of control of the holding company and 
its operating subsidiaries in derogation of change'of'control provisions or requirements 
applicable to individual entities. 

Moreover, while the Bankruptcy Code clearly contemplates an ability to move 
with necessary speed, including when a provision calls for a notice and hearing before 
any decision (such as under Section 363(b)),''' the lack of clear statutory authority for a 
very rapid transfer to a bridge company may leave too much — for the comfort of a SIFI 
ora regulatory body — up to the discretion of a particular judge who first gets a SIFI 
holding company requesting such a transfer. Nor is there a clear necessity for notice to, 
or hearing by, a government regulator — whether the FDIC or Federal Reserve Board, in 
the case of the holding company, or a foreign regulator, in the case of a foreign 
subsidiary that is proposed to be transferred to a bridge company. These uncertainties, 
even with a robust resolution plan, may inspire enough lack of confidence by the FDIC 
and the Federal Reserve Board so as to view the commencement of an OLA proceeding 
under Title II of the Dodd-Frank Act to be the preferable course — or, alternatively, lack 
of sufficient confidence by foreign regulators so as to acquiesce in allowing the 


Bankruplc.v Code § 102(l) provides ihal “afler notice and a hearing' includes (B) "authorizlingj an 
act without an actual hearing if such notice is given properly and if . . . (ii) there is insufficient time 
for a hearing to be commenced before such act must be done, and the court authorizes such act . . . .” 
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bankruptcy process to unfold without the regulator intervening at the foreign 
subsidiary level. 


The Problems These Inadequacies Create for the Dodd-Frank Act 

As noted above, resolution plans under Title I of the Dodd-Frank Act focus on 
bankruptcy, and Title II of the Dodd-Frank Act is, explicitly, designed to be a fail-back 
solution to be invoked when bankruptcy is determined to be inadequate to avoid serious 
financial consequences on the U.S. financial system. But if the “best” resolution process 
we currently envision — one that, as noted above, (a) both minimizes losses and places 
them on appropriate, pre-identified, parties, (b) minimizes systemic consequences, and 
(c) does not result in a government bail-out — involves, indeed, a recapitalization such as 
proposed by the FDIC with its SPOE procedure under Title II, then there is a 
disconnect between design and implementation. As a result, the resolution plans will 
fail to do what they are supposed to do — prepare a SIFI for the most successful possible 
resolution — leading to OLA under Title II assuming primacy in terms of the resolution 
process. Moreover, the resolution plans, relentlessly focused on a bankruptcy process 
under Title I’s own standards, will be addressing a different set of issues and will 
provide little guidance to the FDIC in its OLA proceeding. To have the statutory pieces 
“fit” together — to have resolution plans effectively prepare a firm for resolution, to have 
bankruptcy serve as its intended role as the primary resolution device, and 
(beneficially) to have the resolution plans be relevant to a proceeding under Title II of 


See sources cited, supra note 14. 
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the Dodd'Frank Act “just in case” — it makes sense to move, through limited but 
important changes to the Bankruptcy Code, from the “bones” of a successful two'step 
recapitalization process in the current Bankruptcy Code to a process that can deliver 
what it can only incompletely promise today d® 


Proposed Amendments to the Bankruptcy Code 

What might those necessary amendments be? Attached to this statement is a 
proposal for adding a “Subchapter V” to Chapter 11 of the Bankruptcy Code that 
contains what I believe are the necessary (and useful) amendmentsd“ I do not intend to 
repeat the numerous (and sometime intricate) details here, but, rather, plan to use this 
statement to outline the heart of what they are designed to accomplish. 

At the center of effectuating a bankruptcy-based two-step recapitalization of a 
SIFI holding company, are two principles. First, that there is sufficient long-term 
unsecured debt (or “capital structure debt”) at the holding company level to be “left 


I recognize thnt many may want to reduce the size and complexity of SI KIs and may see 
ha nkrup ley's curren 1. inadeiiuaines as one way to realize l.hal. goal. I ’or, il’bankrupl.fw is viewed as 
nol adeijuale. ( hen I he resol ul ion plans cannol be ap[)rove<l uni il l.he SI h’l is reduced su(Ticienl ly in 
size and complexily l.o bring bankru|)lxy back inU) filay. T think, however, il. would be extremely 
unrorLunalo to mix the complex question of size (“too big"’) with the separate question of how lo best 
resolve the insliluLions we mighl have at any moment. Thus. 1 hope ihal bankruptcy law — i.e., the 
failure to amend it — ^is not used in a chess game focused on a different set of issues. 

“ " See Appendix A. S. 1861 (Dec. 2013) has a proposal designed to a similar end, albeit with several 
different features. The Hoover Institutions Resolution Project is w'orking on a comprehensive 
proposal (dubbod “(’haptor 1 4 2.0”) that picks up many of the ideas from its original proposal in 
lUNKIil.iP'l’C’Y AoyikAILOL.rr; .A Spi-JC^IAL Ciiaptkk. 14 (Kenneth Scott & John d’aylor. cds.. I loovor 
Press 2012), and adds lo it leal u res necessary U) implement a ra[)i(l rof^apitalizal ion sale. 'The 
principal (but nol sole) differonco is thal the Resolution Pniject’s current work is designed to produce 
a more comprohonsivo proposal for how the Bankruplcy Code should handle holh a SIFI al the 
holding company level und-cxi the operating division level, while the proposal in Appendix A is 
focused on accommodation in bankruptcy of a SPOE-like tw'o-step recapitalization at the holding 
company level. 
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behind” in the transfer to a bridge company so as to effectuate the recapitalization. 

(This is — or should be — largely an issue outside of bankruptcy law itself — and, indeed, 
is central to a basically rule-based application of the FDIC’s SPOE proposal under Title 
11 of the Dodd-Frank Act. It is my understanding the Federal Reserve Board is working 
precisely on such a proposed requirement.) Second, that the bridge company otherwise 
be able to acquire all the assets, rights, and liabilities of the former holding company, 
including ownership of the former holding company” s operating subsidiaries. 

Thus, the “guts” of the proposed amendments 1 believe are necessary to place 
bankruptcy law where the Dodd-Frank Act — in both Title 1 and Title 11 — envisions it 
should be, center on a provision that substantially sharpens the nature and focus of a 
sale of assets under Section 363 of the Bankruptcy Code. This provision contemplates a 
rapid transfer to and, in effect, recapitalization of, a bridge company (e.g,, within the 
first 48 hours of a bankruptcy case)^^ by a SIFI holding company (the debtor), after 
which the bridge company can recapitalize, where necessary, its operating 
subsidiaries. If the court approves the transfer, then the SIFI holding company’s 
operations (and ownership of subsidiaries) shift to a new bridge company that is not hi 
bankruptcy — and will be perceived as solvent by market-participants, including 


There is a third, important, question of access to liquidity by the bridge company that, formally not 
a part of the bankruptcy process — and thus outside the jurisdiction of this Subcommittee — I do not 
address in any detail in this statement. See iii&a, note 24. 

““ In the Subchaptor V proposal, Appendix A. Soc. 3. § 1 183, commoncorl oithor under Sections 301 
and 803 ol’ I he llankruj)(.cy ('ode or by Iho h’edoral liosor\a? lioarti, upon the I 'odoral Reserve Hoard’s 
(Mirl il’ii^al ion I ha( (a) I he insi il ul ion is under delined financial s( ross and (b) ( he <^omm('ncemenl. of a 
bankrupicy case and a I ransfor lo a bridge (company would presor\’e or promold finanidal slability in 
Iho United Stalos. 

The institutions that can use these new bankruptcy procedures, I would recommend, should track 
those who can be placed into OLA under Title II of the Dodd-Frank Act. See Appendix, Sec. 2 
(amending Bankruptcy Code §§ 101. 103, & 109). 
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liquidity providers^^ because it will be (effectively) recapitalized, as compared to the 
original SIFI, by leaving behind in the bankruptcy proceeding previously-identified 
long-term unsecured debt of the original SIFI. Afterfhe transfer, the debtor (i.e., the 
SIFI holding company) remains in bankruptcy\mt is effectively a shell, whose assets 
usually will consist only of an interest in a trust that would hold the equity interests in 
the bridge company until they are sold or distributed pursuant to a Chapter 11 plan, 
and whose claimants consist of the holders of the long-term debt that is not transferred 
to the bridge company and the old equity interests of the SIFI holding company. This 
debtor in Chapter 1 1 has no real business to conduct, and essentially waits for an event 
(such as the sale or public distribution of equity securities of the bridge company by the 
trust) that will value or generate proceeds from its assets (all equity interests in the 
new, recapitalized entity) and permit a distribution of those equity interests or 
proceeds, pursuant to bankruptcy’s normal distribution rules, to the holders of the long- 
term debt and original equity interests of the debtor (the original SIFI holding 
company). 

The details of accomplishing this are somewhat intricate and, of course, can 
vary, but it is useful, I believe, to trace the general ideas of how I envision this two-step 


Recognizing that this liquichty is not a part of bankruptcy law, and thus not within the jurisdiction 
of this Subcommittee, I will not here enter into the debate over whether market -based liquidity to 
the bridge company, backed bv existing Board lender-of-last-resort access under Federal Eeserx’e Act 
§ i.-iCD's “program or facility with broacl-bascd eligibility.'’ in the event of a broader liquidity freeze, 
are sulficionl . Wilhout grealor access to government licjuidity — under I he sl ringenl. slandards se(. 
forih in John l5oven/i, Itandall (]uynn & I’homas ?Jackson, .s'd//;ra note 12 — however. I can envision 
cases where (he governmeni may commence an OTjA prxHieeding under Tide TT of (he Dodd-Frank 
Act. in proforonco Lo bankruptcy, for (he primary purpose of gaining liquidity access via the Orderly 
Liquidation Fund. Dodd-Frank Act § 210(n). 0\p[Jendix A contains a proposed amendment adding 
paragraph 15 to Federal Reserv^e Act § 13, to authorize, under limited circumstances and for a 
limited time, temporary Liquidity by the Federal Reserve Board. Appendix A, Sec. 5.) 
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recapitalization might be implemented in bankruptcy.^^ The transfer motion would be 
heard by the court no sooner than 24-hours after the filing (so as to permit 24-hour 
notification to the 20 largest holders of unsecured claims, the Federal Reserve Board, 
the FDIC, and the Secretary of the Treasury, and the primary financial regulatory 
authority — whether US or foreign — ^with respect to any subsidiary whose ownership is 
proposed to be transferred to the bridge company). And, because the provisions must 
stay qualified financial contract termination (and related) rights (including those based 
on cross-defaults in non-bankruptcy subsidiaries) for a period to allow the transfer to 
the bridge company to be effective in a seamless fashion, the transfer decision 
essentially must be made within a designated period (e.g., 48-hours) after the filing.^® 
There should be conditions on the ability of the court to authorize the transfer to the 
bridge company — but conditions that can be satisfied by advanced planning (e.g., 
resolution plans) or otherwise within a very short time-frame. For example, the 
proposal in Appendix A provides that the court can order the transfer only if it finds the 
transfer will (a) preserve or promote financial stability in the United States and (b) 
does not provide for any assumption of the long-term unsecured debt and, in addition, 
the Federal Reserve Board certifies that it has found that the bridge company 
adequately provides assurance of future performance of any executory contract, 
unexpired lease, or debt agreement being transferred to the bridge company.^^ 


And r(!(1(M‘l(!d in iho proposal in Apjx^ndix A, parUcularly 3. 

In Appc^ndix A. iho proposal incduclos an amondmont (.o 28 § 298 (o (Tc^alo a group of 

(losignalcMl (lis(.ri(d judgos, a(. loasi ono fn)m oa<;}i (dn;uiL U) hoar oasos arising undor Sul)(^hapl<!r V of 
Chaplor 11. AppondLx A, See. 4. 

Appentlix A, Sec. 3, § 118G(b). 

Appendix A, Sec. S, §§ 1187. 1188. 

Appendix A, Sec. 3. § il86(c)(3). 
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Many of the remaining provisions that I believe would need to be adopted as 
well, and are set out in Appendix A, are designed to permit the successful transfer of 
assets, contracts, liabilities, rights, licenses, and permits — of both the holding company 
and of the subsidiaries — to the bridge company. 

First, there are provisions applicable to debts, executory contracts, and 
unexpired leases, including qualified financial contracts. Conceptually, the goal of 
these provisions is to keep operating assets and liabilities “in place” so that they can be 
transferred to the bridge company (within a 48*hour window) and, thereafter, remain 
“in place” so that “business as usual” can be picked up the bridge company and its 
operating subsidiaries once it assumes the assets and liabilities.'*^ This requires 
overriding “ipso facto” clauses (of the t 5 ^e that would otherwise permit termination or 
modification based on the commencement of a bankruptcy case or similar circumstance, 
including credit'rating agency ratings, whether in the holding company or in its 
operating subsidiaries), and it requires overriding similar provisions allowing for 
termination or modification based on a change of control, again whether in the holding 


Soo g()n(^r;illy Apponclix A. S()<;. 3. § 1 187 (dobls, oxocul.ory <x)n(.ni(:l.s, find unoxpirod lofis()s); § 1 188 
((jufililuMl (infincMfil (xinl r;i(M.s). 

T (envision (bis inc^ludin^; rdlovfinl. tax a( l.ribulos. such as a NOTj carryPorwfinl. Soo Appondix A, 

See, 3, § 1190(b). 

Appendix A, Sec. 3, § 1188(1). While ihese provisions affect the conlrucls, permits, liabilities, and 
the Like of entities (e.g.. affiliates such as operating subsidiaries) not themselves in bankruptcy, I 
believe they are fully authorized (at least for domestic subsidiaries), if not bj’ Congress’ iVrticle I 
bankruptcy power, then by application of the independent (albeit related) Congressional power 
pursuant to the '‘nocossary and proper’ clause of Artiele I . as intei'pretod sinee AIcChiHoch v. 

MuryhineJ, 4 Wh(?fil . 31 G (1819). see filso Unifod Siaios v. 5G0 U.S. (2010), sin<;(} I he 

bfinkruplfw of i ho SI L'l (tannol suixM^ssfully be concluded wil.houl. I.hese provisions l hal permil. ( ho 
unimf)(!(l(Ml I rfinsb'r of ihe ofieral ing subsidiary's ownership lo the bridge; (company. (The' e^uejsl iein eif 
foreign subsidiaries, while; complex, is being actively discussion by U.S. and foreign regulators, and 
legislation is being diseussed in Europe and elsewhere lhal is designed lo help assure these results 
extend to non-U. S. operations in the case involving the resolution of a U.S. -based SIFI holding 
company.) 
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company or in its operating subsidiaries, since the ownership of the bridge company 
will be different than the ownership of the debtor prior to the bankruptcy filing. 

These provisions need to be broader than Section 365 of the Bankruptcy Code, for at 
least two reasons. First, perhaps because of the limited scope of the original “purpose” 
of Section 363, bankruptcy doesn’t have a provision expressly allowing for the “transfer” 
of debt (although many debts are in fact transferred as a matter of existing practice 
under Chapter 11 “going concern sales”). Unlike executory contracts, which might be 
viewed as net assets (and thus something to “assume”) or as net liabilities (and thus 
something to “reject”), debt is generally considered breached and accelerated (think 
“rejected”) upon the filing of a petition in bankruptcy.^ ' But, if there is going to be a 
two-step recapitalization, the bridge company needs to take the liabilities it would 
assume “as if nothing happened.” Thus, provisions designed to accomplish that need to 
be included, Second, Section 365 doesn’t deal with change-of-control provisions; 
amendments need to add that and extend it to debt agreements as well.'*' 

With respect to qualified financial contracts, there should be provisions in 
addition to those just mentioned. The stay on termination, offset, and net out rights 
should apply for the period from the filing until the transfer occurs, it is clear it won’t 
occur, or 48 hours have passed,"^ Because of this interregnum, when there is a 
likelihood that the transfer will be approved, and all of these qualified financial 
contracts (and related guarantees, if any) go over “in their original form” to the bridge 

"" .Vppt^ndix .A, a, § 1 1 87(b)(2). This includes ()ITsol,s and n(!(,l ing oul. und(!r (iualiri<!d ('inan(dal 
oonl.raols, § 1 1 88. 

Soo David. Skool & Thomas Jackson, noto IG. 

Appendix A, Sec. S, § 1187. 

Appendix A, Sec. 8, § 1187(b)(2). 

Appendix A, Sec. 3, § il88(a). 
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company, there is a requirement that the debtor and its subsidiaries shall continue to 
perform payment and delivery obligations.^** Conversely, because the counterparty may 
not know for sure what the outcome will be during this interregnum, there is a 
provision that the counterparty may promptly “cure” any unperformed payment or 
delivery obligations after the transfer.™ 

Just as the principle of having the bridge company have the same rights, assets, 
and liabilities drive the provisions regarding debts, executory contracts, and unexpired 
leases just discussed (including qualified financial contracts), a similar provision is 
necessary to keep licenses, permits, and registrations in place, and does not allow a 
government to terminate or modify them based on an “ipso facto” clause or a transfer to 
a bridge company.**’ 


Conclusion 

While the details are many, the concept is simple. Through modest amendments 
to the Bankruptcy Code, expressly enabling it to effectuate a rapid two-step 
recapitalization from a SlFl holding company to a bridge company (by leaving long- 
term unsecured debt behind), it indeed can be considered the primary resolution vehicle 
for SIFIs, as envisioned by the Dodd-Frank Act, limiting the role of Title II — and 
therefore administrative -based resolution — ^to tbe cases, that almost inevitably may 
occur, where we cannot contemplate today the causes or contours of the next crisis, so 


=8 Appendi-xA, Sec. 3, § 1188(b)(1). 
88 Appendix A, Sec. 3, § 1188(b)(2). 
Appendix A, Sec. 3, § 1189. 
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that the FDIC’s inevitable discretion, compared to a judicial proceeding, becomes a 
virtue rather than a concern. 

Absent that (hopefully rare) need, however, I view the virtues of bankruptcy 
resolution over agency resolution to be several. First, the new company formed in the 
Section 363-like recapitalization sale (or transfer) is neither (a) subject to the jurisdiction of a 
bankruptcy court"^^ nor (b) subject to “control” by a government agency, such as the FDIC, 
whereas the bridge company created in the SPOE process is effectively run, for a while at least, 
by the FDIC.'^^ In this bankmptcy process, the bridge company, appropriately, faces market- 
discipline first and foremost; in Title II, there inevitably is a heavier layer of regulatory overlay 
and control. Second, and related, a bankruptcy process envisions at least the possibility that the 
market can determine the equity value of the new company (and thus the amount to be 
distributed to the creditors and old equity interests “left behind”), whereas the FDIC’s SPOE 
proposal relies on expert valuations for those distributions.'*^ Third, because of language in the 


Explicitly stated in Appendix A. Sec. 3. § 1 185(f). 

See, e.g.. FDIC SPOE. supra note 5. p. 76617 (“The FDIC would retain control over certain high- 
level key Tnatters of the bridge financial company’s governance, including approval rights for . . . 
capital transactions in excess of established thresholds! asset transfers or sales in oxeoss of 
esi.ahlished thresholds! merger. <;onsolidal ion or reorganization of i he bridge financial company! any 
(changes in dinx^tors of ( he bridge finanidal (company (with the h’DIC nd.aining i ho righi lo remove, a(. 
ils dis<;rolion, any or all direelors)! any disi.ribul.ion of dividends- any (u^uil.y based compcmsal ion 
plans .... Additional controls may bo imposed by the FDIC as approprialo.’’). Compare this with 
comparable provisions in Appendix A. See. 3, § 1 185(b)(3). where the trustee is authorized Lo make 
such decisions only after “providlingl notice to and consultlingl with parties in interest in the 
case . . . .” 

FDIC SPOE, supra note 5, p. 76618 (“the SPOE strategy provides for the pavmient of creditors’ 
claims in the receivership through the issuance of securities in a securities-for-elaims exchange. 

'I’his ox<;hang(} involves (ho issuan(u> and distribution of now (l(!b(., (Miuily and, possibly, (H)nl ingonl 
s<M;uri(.i<!s . . . to (.h(! rcMtoiver. ’fho ro<^oivor would (.hon exchange ( he new debl and (xjuily (or l h(} 
(^rculilors’ (daims. . . . Prior (o (he ext^hange of securities for claims. Ihe PDTC would approve i,h<! 
value of the bridge financial company. The valuation would be performed by independent exports . . . 
selected by the board of directors of the bridge financial company. Selection of the bridge financial 
company’s independent experts would require the approval of the FDIC. and the FDIC would engage 
its own experts to review the work of these firms and to provide a fairness opinion”). 
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Dodd-Frank Act,^^ the FDIC may push on its own initiative for the replacement of management 
(i.e., not permit management of the former SIFI holding company talce similar positions in the 
bridge company) In the bankruptcy process, the Board of Directors, and management, of the 
newly-created bridge-company would be identified with the input both of the SIFFs primary 
regulators as well as the beneficiaries of the transfer and, importantly, would be subject to the 
approval of the district court in an open and transparent process at the time of the transfer of the 
holding company's assets and liabilities to the bridge company.^’ Fourth, at various points, the 
FDIC has discretion that can amount to ex post priority determinations (such as whether 
liabilities other than pre-defined long-term unsecured debt gets transferred to the bridge 
company) — discretion that may be useful in extraordinary cases, but that is potentially a cause 
for undermining market confidence in the rule of law in other circumstances.*^^ Fifth, Title II 
treats the bridge company created in an OLA under Title II as a government entity, exempt from 
taxes;*^* T think that provision is a mistake, preferring the bridge company to its non-protected 
competitors, and should not be replicated in any bankruptcy amendments, whose goal is to have 
the bridge company treated “just as” the holding company was before the two-step 
recapitalization. Sixth, and (perhaps) finally, I am concerned — as I suspect the FDIC is as 


Dodd-Fnink Acl § 2()()(4) (iho FDIC shall “onsuro (hal manaK<>m(?nl. rosponsibk? for Ihc? faiknl 
condilion of iho covered financial company is removGd'hr see also Dodd-Frank Act § 20G(5) (similar 
provision for members of a board of directors). 

See FDIC SPOE. suprn note 5. p. 76617 Cb\s required by the statute, the FDIC would identify and 
remove management of the covered financial company who w'ere responsible for its failed condition'O. 

Appendix A, Sec. 3, § ii8o(a)(3)(i0- See also ./^pendix A, Sec. 3, § 1185(3)(i\), where the trustee, 
in the case of a change in officers and diroetot's, is required to first “pT’ovido notice to and consult 
vvil.h parl ic^s in inl<!rosl. in ihe (rase . . . 

See. o.g., h’DIC SPOF, supr/j note 5. ]). 76618 (in addition U) idonl.ified cai.egories. l.h<! i’DIC regains 
'‘a limilod abilily lo Inral similarly sil.uated (rrediU)rs differendy.’). 

Dodd-Frank Act § 210(h)(l0) C'Nolwilhstanding any other provision of Federal or State law. a 
bridge finaneial company, its franchise, property, and income shall be exempt from all taxation now 
or hereafter imposed by the United States, by any territory, dependency, or possession thereof, or by 
any State, county, municipality, or local taxing authority.”). 
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well — that the actual use of SPOE under Title II will be subject to ex post criticism and 
investigation. Bankruptcy, with appropriate amendments, is in a more robust position to “do the 
right thing” in terms of fairly addressing the consequences of financial failure without having it 
necessarily lead to economic failure. 

I want to thank the Subcommittee for allowing me this opportunity to present my views. 
It is an honor to appear before you today. I would of course be delighted to answer any 
questions you may have about my testimony. 
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Appendix A: 

Proposed Amendments to Facilitate the Resolution 
OF Financial Institutions under the Bankruptcy Code: 
Focused on a New Subsection V to Chapter 11 


Title: To insert purpose. 


Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, 

SECTION 1. SHORT TITLE. 

This Act may be cited as the [“ Act of 2013”.] 

SEC. 2. GENERAL PROVISIONS RELATING TO COVERED 
FINANCIAL CORPORATIONS. 

(a) Definition. — Section 101 of title 11, United States Code, is amended by inserting 
the following after paragraph (9): 

“(9A) The term ‘covered financial corporation’ means any corporation 
incorporated or organized under any Federal or State law, other than a 
stockbroker, a commodity broker, or an entity of the kind specified in paragraph (2) 
or (3) of section 109(b), that is — 

“(A) a bank holding company, as that term is defined in section 2(a) of the 
Bank Holding Company Act of 1956 (12 U.S.C. 1841(a)); or 

“(B) predominantly engaged in activities that the Board of Governors of the 
F ederal Reserve System has determined are financial in nature or incidental 
to such financial activity for purposes of section 4(k) of the Bank Holding 
Company Act of 1956 (12 U.S.C. 1843(k)).”. 

(b) Applicability of Chapters. — Section 103 of title 11, United States Code, is 
amended by adding at the end the following: 
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“(1) Subchapter V of chapter 11 applies only in a case under chapter 11 concerning a 
covered financial corporation.”. 

(c) Who May Be a Debtor. — Section 109 of title 11, United States Code, is amended — 

(1) in subsection (b) — 

(A) in paragraph (2), by striking “oi^’ at the end; 

(B) in paragraph (3)(B), by striking the period at the end and inserting or"; 
and 

(C) by adding at the end the following: 

“(4) a covered financial corporation.”; and 

(2) in subsection (d) — 

(A) by striking “and” before “an uninsured State member bank” ; 

(B) by striking “or” before “a corporation”; and 

(C) by inserting “, or a covered financial corporation” after “Federal Deposit 
Insurance Corporation Improvement Act of 1991”. 

SEC. 3. LIQUIDATION, REORGANIZATION, OR 
RECAPITALIZATION OF A COVERED FINANCIAL CORPORATION. 

Chapter 11 of title 11, United States Code, is amended by adding at the end the 
following: 

“SUBCHAPTER V— LIQUIDATION, REORGANIZATION, OR 
RECAPITALIZATION OF A COVERED FINANCIAL CORPORATION 

“1181. InappRcability of other sections 

“Sections 321(c) and 322(b) do not apply in a case under this chapter concerning a 
covered financial corporation. 

“1182. Definitions for this chapter 

“In this subchapter, the following definitions shall apply: 

“(l) The term Board' means the Board of Governors of the Federal Reserve 
System. 

“(2) The term bridge company’ means a corporation whose equity securities are 
transferred to a special trustee under section 1185(a). 

“(3) The term 'capital structure debt means debt, other than a qualified financial 
contract, of the debtor for borrowed money with an original maturity of at least 1 
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year. 

“(4) The term 'contractual right’ means a contractual right of a kind defined in 
section 555, 556, 559, or 560. 

“(5) The term ‘qualified financial contract’ means any contract of a kind specified 
in paragraph (25), (38A), (47), or(53B) of section 101, section 741(7), or paragraph 
(4), (5), (11), or (13) of section 761. 

“1183. Commencement of a case concerning a covered financial 
corporation 

“(a) A case under this chapter concerning a covered financial corporation may be 
commenced by the filing of a petition with the bankruptcy court — 

“(l) under section 301 or 303; or 

“(2) by the Board, if and only if the Board certifies in the petition that it has 
determined that — 

“(A) the covered financial corporation — 

“(i) has incurred losses that will deplete all or substantially all of the 
capital of the covered financial corporation, and there is no reasonable 
prospect for the covered financial corporation to avoid such depletion; 

“(ii) is insolvent; 

“(iii) is not paying, or is unable to pay, the debts of the covered financial 
corporation (other than debts subject to a bona fide dispute as to liability 
or amount) as they become due; or 

“(iv) is likely to be in a financial condition specified in clause (i), (ii), or 
(iii) sufficiently soon so that the immediate commencement of a case 
under this title concerning the covered financial corporation is necessary 
to preserve or promote financial stability in the United States; and 

“(B) the commencement of a case under this title and the effect of a transfer 
under section 1186 would preserve or promote financial stability in the United 
States. 

“(b) The commencement of a case under subsection (a)(2) constitutes an order for 
relief under this chapter. 

“(c) In a case commenced under section 303, the court shall order relief against the 
debtor under this chapter if the Board — 

“(l) makes a certification of the kind described in subsection (a)(2) ; and 

“(2) consents to an order for relief against the debtor under this chapter. 
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“1184. Regulators 

“(a) The Board may raise and may appear and be heard on any issue in any case or 
proceeding under this title relevant to the regulation of the debtor by the Board or to 
financial stability in the United States. 

“(b) The Federal Deposit Insurance Corporation may raise and may appear and be 
heard on any issue in any case or proceeding under this title in connection with a 
transfer under section 1186. 

“1185. Special trustee and bridge company 

“(a) On request of the trustee or the Board, the court may order the trustee to appoint 
1 special trustee and transfer to the special trustee all of the equity securities in a 
corporation to hold in trust for the sole benefit of the estate if — 

“(l) such corporation does not have any property, debts, executory contracts, or 
unexpired leases, other than any property acquired or debts, executory contracts, 
or unexpired leases assumed, in a transfer under section 1186; 

“(2) such equity securities are property of the estate; and 

“(3) the court approves — 

“(A) the trust agreement governing the special trustee; 

“(B) the governing documents of the bridge company; and 
“(C) the identity of — 

“(i) the special trustee; and 

“(ii) the directors and senior officers of the bridge company. 

“(b) The trust agreement governing the special trustee shall provide — 

“(l) for the payment of the costs and expenses of the special trustee from the 
assets of the trust and not from property of the estate; 

“(2) that the special trustee provide — 

“(A) periodic reporting to the estate; and 

“(B) information about the bridge company as reasonably requested by a 
party in interest to prepare a disclosure statement for a plan providing for 
distribution of any securities of the bridge company; 

“(3) that the special trustee provide notice to and consult with parties in interest 
in the case regarding — 

“(A) any change in a director or senior officer of the bridge company; 
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“(B) any modification to the governing documents of the bridge company; 
and 

“(C) any major corporate action of the bridge company, including — 

“(i) recapitalization; 

“(ii) a liquidity borrowing; 

“(iii) termination of an intercompany debt or guarantee; 

“(iv) a transfer of a substantial portion of the assets of the bridge 
company; or 

“(v) the issuance or sale of any seciurities of the bridge company; 

“(4) that the proceeds of the sale of any equity securities of the bridge company 
by the special trustee be held in trust for the benefit of or transferred to the estate; 
and 

“(5) that the property held in trust by the special trustee is subject to 
distribution in accordance with the plan and subsection (e). 

“(e) The special trustee shall distribute the assets held in trust in accordance with the 
plan on the effective date of the plan, after which time the office of the special trustee 
shall terminate, except as may be necessary to wind up and conclude the business and 
financial affairs of the trust. 

“(f) After a transfer under section 1186, the special trustee shall be subject only to 
applicable nonbankruptcy law, and the actions and conduct of the special trustee shall 
no longer be subject to bankruptcy court approval. 

“1186. Special transfer of property of the estate 

“(a) On request of the trustee or the Board, and after notice and a hearing, beginning 
24 hours after the commencement of the case, the court may order a transfer under this 
section of property of the estate to a bridge company. Except to the extent inconsistent 
with this section, section 363 applies to a transfer under this section. 

“(b) Unless the court orders otherwise, notice of a request for an order under 
subsection (a) shall consist of electronic or telephonic notice of not less than 24 hours 
to — 

“(l) the holders of the 20 largest unsecured claims against the debtor; 

“(2) the Board; 

“(3) the Federal Deposit Insurance Corporation; 

“(4) the Secretary of the Treasury; 
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“(5) the United States trustee; and 

“(6) each primary financial regulatory agency, as defined in section 2(12) of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (12 U.S.C. 

5301(12)), with respect to any affiliate that is proposed to be transferred under this 
section. 

“(c) The court may not order a transfer under this section unless the court 
determines, based upon a preponderance of the evidence, that — 

“(l) the transfer under this section will preserve or promote financial stability in 
the United States; 

“(2) the proposed transfer does not provide for the assumption of any capital 
structure debt by the bridge company; and 

“(3) the Board certifies to the court that the Board has determined that the 
bridge company provides adequate assurance of future performance of any 
executory contract or unexpired leased assumed and assigned to the bridge 
company, and of payment of any debt assumed by the bridge company, in the 
transfer under this section. 

“1187. Automatic stay! assumed debt 

“(a)(l) A petition filed under section 301, 303, or 1183 operates as a stay, applicable 
to all entities, of the termination, acceleration, or modification of any debt (other than 
capital structure debt), executory contract (other than a qualified financial contract), or 
unexpired lease of the debtor, any agreement under which the debtor issued or is 
obligated for debt (other than capital structure debt), any debt, executory contract 
(other than a qualified financial contract), or unexpired lease of an affiliate, or any 
agreement under which such affiliate issued or is obligated for debt, or of any right or 
obligation under any such debt, contract, lease, or agreement, solely because of a 
provision in such debt, contract, lease, or agreement that is conditioned on — 

“(A) the insolvency or financial condition of the debtor at any time before the 
closing of the case; 

“(B) the commencement of a case under this title concerning the debtor; 

“(C) the appointment of or taking possession by a trustee in a case under this 
title concerning the debtor or by a custodian before the commencement of the case- 

“(D) a default by the debtor under any agreement; or 

“(E) a credit rating agency rating, or absence or withdrawal of a credit rating 
agency rating — 

“(i) of the debtor at any time after the commencement of the case; 
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“(ii) of an affiliate during the 48 hours after the commencement of the case; 
or 

“(iii) while the special trustee is a direct or indirect beneficial holder of more 
than 50% of the equity securities of the bridge company — 

“(I) of the bridge company; or 

"(II) of an affiliate, if all of the estate’s direct or indirect interests in the 
affiliate are transferred under section 1186. 

“(2) The stay under this subsection terminates — 

“(A) as to the debtor, upon the earliest of — 

“(i) 48 hours after the commencement of the case: 

“(ii) assumption of the debt, contract, or lease under an order authorizing a 
transfer under section 1186: or 

“(iii) a determination by the court not to order a transfer under section 1186: 
and 

“(B) as to an affiliate, upon the earliest of — 

“(i) entry of an order authorizing a transfer under section 1 186 in which the 
direct or indirect interests in the affiliate that are property of the estate are 
not transferred under section 1186: 

“(ii) a determination by the court not to order a transfer under section 1186: 
or 

“(iii) 48 hours after the commencement of the case, if the court has not 
ordered a transfer under section 1186. 

“(3) Sections 362(d), 362(e), 362(f), and 362(g) apply to a stay under this subsection. 

“(b) Notwithstanding a provision in an agreement or in applicable nonbankruptcy 
law, an agreement under which the debtor has issued any debt, executory contract 
(other than a qualified financial contract), or unexpired lease that is assumed by the 
bridge company in a transfer under section 1 186 may not be terminated or modified, 
and any right or obligation under the agreement, debt, contract, or lease may not be 
terminated or modified, as to the bridge company solely because of — 

“(1) a provision in the debt, contract, lease, or agreement of the kind specified in 
subsection (a)(1); or 


“(2) a provision in an agreement or in applicable nonbankruptcy law that 
prohibits, restricts, or conditions the assignment of the debt, contract, or lease or 
that terminates or modifies, or permits a party other than the debtor to terminate 
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or modify, the debt, contract, or lease on account of the assignment of the debt, 
contract, or lease or a change in control of any party to the debt, contract, or lease. 

“1188. Treatment of qualified financial contracts and affiliate contracts 

“(a) Notwithstanding sections 362(b)(6), 362(b)(7), 362(b)(l7), 362(b)(27), 555, 556, 
559, 560, and 561, a petition filed under section 301, 303, or 1183 operates as a stay, 
during the period specified in section 1187(a)(2)(A), applicable to all entities, of the 
exercise of a contractual right — 

“(l) to cause the liquidation, termination, or acceleration of a qualified financial 
contract of the debtor or an affiliate! 

“(2) to offset or net out any termination value, payment amount, or other 
transfer obligation arising under or in connection with a qualified financial 
contract of the debtor or an affiliate! and 

“(3) under any security agreement or arrangement or other credit enhancement 
forming a part of or related to a qualified financial contract of the debtor or an 
affiliate, 

“(b)(1) During the period specified in section 1 187(a)(2)(A), the trustee or the affiliate 
shall perform all payment and delivery obligations under a qualified financial contract 
of the debtor or the affiliate, as the case may be, that become due after the 
commencement of the case. The stay provided under subsection (a) terminates as to a 
qualified financial contract of the debtor or an affiliate immediately upon the failure of 
the trustee or the affiliate, as the case may be, to perform any such obligation during 
such period. 

“(2) A counterparty to any qualified financial contract of the debtor that is assumed 
and assigned in a transfer under section 1 186 may perform any unperformed payment 
or delivery obligation under the qualified financial contract promptly after the 
assumption and assignment with the same effect as if the counterparty had timely 
performed such obligations. 

“(c) A qualified financial contract between an entity and the debtor may not be 
assigned to or assumed by the bridge company in a transfer under section 1186 
unless — 

“(l) all qualified financial contracts between the entity and the debtor are 
assigned to and assumed by the bridge company in the transfer under section 1186! 

“(2) all claims of the entity against the debtor under any qualified financial 
contract between the entity and the debtor (other than any claim that, under the 
terms of the qualified financial contract, is subordinated to the claims of general 
unsecured creditors) are assigned to and assumed by the bridge company! 

“(3) all claims of the debtor against the entity under any qualified financial 
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contract between the entity and the debtor are assigned to and assumed by the 
bridge company; and 

“(4) all property securing or any other credit enhancement furnished by the 
debtor for any qualified financial contract described in paragraph (l) or any claim 
described in paragraph (2) or (3) under any qualified financial contract between the 
entity and the debtor is assigned to and assumed by the bridge company. 

“(d) Section 365(b)(1) does not apply to a default under a qualified financial contract 
of the debtor that is assumed and assigned in a transfer under section 1 186 if the 
default — 

“(l) is a breach of a provision of the kind specified in section 1187(a)(1)(E); 

“(2) in the case of a breach of a provision of the kind specified in section 
1187(a)(l)(E)(iii), occurs while the bridge company is a direct or indirect beneficial 
holder of more than 50 percent of the equity securities of the affiliate. 

“(e) Notwithstanding any provision in a qualified financial contract or in applicable 
nonbankruptcy law, a qualified financial contract of the debtor that is assumed or 
assigned in a transfer under section 1 186 may not be terminated or modified, and any 
right or obligation under the qualified financial contract may not be terminated or 
modified, at any time after the entry of the order under section 1186 until such time as 
the special trustee is no longer the direct or indirect beneficial holder of more than 50 
percent of the equity securities of the bridge company, solely because of a condition 
described in section 1187(b). 

“(f) Notwithstanding any provision in any agreement or in applicable nonbankruptcy 
law, an agreement of an affiliate (including an executory contract, an unexpired lease, 
or an agreement under which the affiliate issued or is obligated for debt) and any right 
or obligation under such agreement may not be terminated or modified, at any time 
after the commencement of the case, solely because of a condition described in section 
1187(b) if and only if — 

“(l) all direct or indirect interests in the affiliate that are property of the estate 
are transferred under section 1186 to the bridge company within the period 
specified in subsection (a); 

“(2) the bridge company assumes — 

“(A) any guarantee or other credit enhancement issued by the debtor 
relating to the agreement of the affiliate; and 

“(B) any right of setoff, netting arrangement, or debt of the debtor that 
directly arises out of or directly relates to the guarantee or credit 
enhancement; and 

“(3) any property of the estate that directly serves as collateral for the guarantee 
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or credit enhancement is transferred to the bridge company. 

“1189. Licenses, permits, and registrations 

“(a) Notwithstanding any otherwise applicable nonbankruptcy law, if a request is 
made under section 1186 for a transfer of property of the estate, any F ederal, State, or 
local license, permit, or registration that the debtor or an affiliate had immediately 
before the commencement of the case and that is proposed to be transferred under 
section 1186 may not be terminated or modified at any time after the request solely on 
account of — 

“(l) the insolvency or financial condition of the debtor at any time before the 
closing of the easel 

“(2) the commencement of a case under this title concerning the debtor; or 

“(3) the appointment of or taking possession by a trustee in a case under this 
title concerning the debtor or by a custodian before the commencement of the case. 

“(b) Notwithstanding any otherwise apphcable nonbankruptcy law, any Federal, 
State, or local license, permit, or registration that the debtor had immediately before 
the commencement of the case that is included in a transfer under section 1186 shall 
vest in the bridge company. 

“1190. Exemption from securities laws and special tax provisions 

“(a) For purposes of section 1145, a security of the bridge company shall be deemed to 
be a security of a successor to the debtor under a plan if the court approves the 
disclosure statement for the plan as providing adequate information (as defined in 
section 1125(a)) about the bridge company and the security. 

“(b) [Tax treatment to come.] 

“1191. Inapplicability of certain avoiding powers 

“Except with respect to a capital structure debt, a transfer made or an obligation 
incurred by the debtor, including any obligation released by the debtor or the estate, to 
or for the benefit of an affiliate in a transfer under section 1 186 is not avoidable under 
section 544, 547, 548(a)(1)(B), or 549 or under any similar nonbankruptcy law.”. 

SEC. 4. AMENDMENTS TO TITLE 28, UNITED STATES CODE. 

(a) Amendment to Chapter 13. — Chapter 11 of title 11, United States Code, is 
amended by adding at the end the following: 

“SEC. 298. JUDGE FOR A CASE UNDER TITLE 11 CONCERNING A 
COVERED FINANCIAL CORPORATION. 

“(a) Notwithstanding section 295, the Chief Justice of the United States shall 
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designate at least 1 district judge from each circuit to be available to hear a case under 
title 11 concerning a covered financial corporation. 

‘’(b)(l) Notwithstanding section 295, and except as provided in section 157, a case 
under title 1 1 concerning a covered financial corporation shall be heard by a district 
judge who — 

“(A) is the district judge designated under subsection (a) from the circuit in 
which the case is pending! 

“(B) if more than 1 district judge has been designated under subsection (a) from 
the circuit in which the case is pending, is 1 such district judge who is designated 
by the chief judge of that circuit to hear the case! or 

“(C) if none of the district judges designated under subsection (a) for the circuit 
in which the case is pending are immediately available, is designated under 
subsection (a) from another circuit by the Chief Justice of the United States. 

“(2) If the district judge specified in paragraph (l) is not assigned to the district in 
which the case is filed, the district judge shall be temporarily assigned to the district. 

“(3) The case and all proceedings in the case shall take place in the district where the 
case is pending. 

“(c) Notwithstanding section 157, a district court may not refer a proceeding under 
section 1186 of title 11, except that the district judge assigned to the case under 
subsection (b) may appoint the bankruptcy judge to whom the case is assigned as a 
special master to assist the district judge in the proceeding. 

“(d) An appeal under section 158(a) in a case under title 11 concerning a covered 
financial corporation shall be heard by the district judge assigned to the case under 
subsection (b). 

“(e) In this section, the term ‘covered financial corporation’ has the meaning given 
that term in section 10 1(9 A) of title 11.”. 

(b) Amendment to Section 1334. — Section 1334 of title 28, United States Code, is 
amended by adding at the end the following- 

“(f) This section does not grant jurisdiction to the district courts after a transfer 
pursuant to an order under section 1186 of title 11 of any proceeding related to a special 
trustee appointed, or to a bridge company formed, under section 1185 of title 11, and 
after a transfer pursuant to an order under section 1186 of title 11, the district courts in 
the district in which a case under title 1 1 concerning a covered financial corporation (as 
defined in section 10l(9A) of title 11) is pending shall not have jurisdiction over the 
property held in trust by the special trustee or over the property of the bridge 
company.”. 

(c) Technical and Conforming Amendment. — ^The table of sections for chapter 13 of 
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title 28, United States Code, is amended by adding at the end the following: 

“298. Judge for a case under title 11 concerning a covered financial corporation.’’. 

SEC. 5. DISCOUNT WINDOW FOE CASES UNDEE SUBCHAPTEE V 
OF CHAPTEE 11 OF THE BANKEUPTCY CODE. 

Section 13 of the Federal Reserve Act (12 U.S.C. 342 et seq.) is amended by adding at 
the end the following: 

“(15) Advances to Covered Financial Corporations and Bridge Companies. — Subject 
to such restrictions, limitations, and regulations as the Board of Governors of the 
Federal Reserve System may prescribe, any Federal reserve bank may make advances 
to any covered financial corporation (as defined in section 101(9A) of title 11, United 
States Code) that is a debtor in a pending case under chapter 1 1 of title 1 1, United 
States Code, or to a bridge company (as defined in section 1 182(2) of title 1 1, United 
States Code) during any period in which the special trustee appointed under section 
1 185 of title 11, United States Code, is the direct or indirect beneficial holder of more 
than 50 percent of the equity securities of the bridge company, in the same manner and 
to the same extent that the Federal reserve bank may make advances to a member 
bank, provided that — 

“(A) the covered financial corporation or bridge company is solvent and in 
generally sound condition at the time of each advance; 

“(B) each advance is secured to the satisfaction of the Federal reserve bank; and 

“(C) the rate of interest on each advance is above the market rate of interest at 
the time of the advance, as determined by the Federal reserve bank.’’. 


12 



129 


Mr. Bachus. Thank you very much, Professor Jackson. 

Professor Harner? 

TESTIMONY OF MICHELLE M. HARNER, PROFESSOR OF LAW, 

DIRECTOR, BUSINESS LAW PROGRAM, UNIVERSITY OF 

MARYLAND FRANCIS KING CAREY SCHOOL OF LAW, BALTI- 
MORE, MD 

Ms. Harner. Thank you. Chairman Bachus, Ranking Member 
Johnson, and Members of the Subcommittee, thank you for the op- 
portunity to testify today. I am honored to appear before you. 

My research at the University of Maryland Francis lUng Carey 
School of Law focuses on corporate governance and financial dis- 
tress, so I am very familiar with the topic of today’s hearing. I 
want to note, however, that I am testifying in my capacity as re- 
porter to the ABI Commission to Study the Reform of Chapter 11. 
My comments are on behalf of the commission and not my personal 
capacity. 

The commission was formed in 2012 to study the utility of the 
Bankruptcy Code. The commission comprises 20 of the Nation’s 
leading practitioners, judges, and academics, and it was constituted 
by the American Bankruptcy Institute, the largest multidisci- 
plinary, non-partisan organization dedicated to research and edu- 
cation on matters related to insolvency. 

My testimony will summarize the potential need for Chapter 11 
reform, the commission study process, and certain testimony and 
research received by the commission. 

The Bankruptcy Code has served us well for many years. Never- 
theless, today’s financial markets, credit and derivative products, 
and corporate structures are very different than what existed in 
1978 when the Bankruptcy Code was enacted. Companies’ capital 
structures are more complex and rely more heavily on leverage. 
Their asset values are driven less by hard assets and more by serv- 
ices, contracts, and intangibles. And both their internal business 
structures and their external business models are more global. In 
addition, claims trading and derivative products have changed the 
composition of creditor classes. 

These developments are not necessarily unwelcome or unhealthy, 
but the Bankruptcy Code was not designed to rehabilitate compa- 
nies in this environment. Moreover, anecdotal evidence suggests 
that Chapter 11 has become too expensive, particularly for small 
and middle market companies, and is no longer achieving certain 
policy objectives, such as stimulating economic growth, preserving 
jobs and tax bases, and helping to rehabilitate viable companies. 

The commission study process was designed to explore the new 
environment in which financially distressed companies operate, 
and to determine what is and is not working as effectively as pos- 
sible. Notably, the commission study process has involved over 250 
individuals who work in or are affected by business insolvency. 
These individuals are serving as commissioners or advisory com- 
mittee members or have testified as hearing witnesses. 

The commission has been actively engaged in the study process 
since January of 2012. It has received detailed research reports 
from its advisory committees on 12 broadly defined areas of Chap- 
ter 11 practice, such as governance, finance, financial contracts and 
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derivatives, sales, and plans. It also has received a comparative 
analysis of many of these issues from an international working 
group representing over 12 different countries. The commission is 
currently reviewing this impressive body of work. 

In addition, the commission has held 16 public field hearings in 
11 different cities. The testimony at each of these hearings has 
been substantively rich and diverse and has covered a variety of 
topics. Several common themes have emerged from the field hear- 
ings, including an acknowledgment that Chapter 11 cases have 
changed over time, that Chapter 11 may no longer work effectively 
for small and middle market companies, that the safe harbors for 
financial contracts and derivatives have in some respects been ex- 
tended beyond the original intent of that legislation, and that de- 
spite some issues. Chapter 11 continues to be an important restruc- 
turing tool for U.S. companies. 

The commission’s study process is winding down, and the com- 
mission is beginning its deliberations. It currently anticipates pro- 
ducing a preliminary report in December of this year. Although the 
commission does not yet know what it ultimately will recommend, 
it is guided by its mission statement to study and propose reforms 
to Chapter 11 and related statutory provisions that will better bal- 
ance the goals of effectuating the effective reorganization of busi- 
ness debtors with the attendant preservation and expansion of jobs, 
and the maximization and realization of asset values for all credi- 
tors and stakeholders. 

Again, I want to thank the Subcommittee for this opportunity to 
testify, and I, of course, am happy to answer any questions. 

[The prepared statement of Ms. Harner follows:] 
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Michelle M. Harner 
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Director, Business Law Program 
University of Maryland Francis King Carey School of Law 

“Exploring Chapter 11 Reform: Corporate and Financial 
Institntion Insolvencies; Treatment of Derivatives” 

Snbcommittee on Regulatory Reform, Commercial and Antitrust Law 
Committee on the Judiciary 
United States House of Representatives 

2141 Rayburn House Office Building 
March 26, 2014 

Chairman Bachus, Ranking Member Johnson, and members of the Subcommittee, 
thank you for the opportunity to testify today. My name is Michelle Harner, and I am a 
Professor of Law and the Director of the Business Law Program at the University of 
Maryland Francis King Carey School of Law. Prior to my academic career, I was a 
Partner at the law firm of Jones Day in Chicago, Illinois, and I practiced primarily in the 
corporate restructuring area. As an academic, my research and scholarship focuses on 
corporate governance and corporate restmcturing issues. I am honored to appear before 
you today. 

I have been asked to testify today in my capacity as Reporter for the ABI 
Commission to Study the Reform of Chapter 1 1 (the “Commission”). As such, my 
comments today are on behalf of the Commission and not in my personal capacity. The 
Commission was formed in 2012 to study the utility of chapter 1 1 of the U.S. Bankruptcy 
Code. The Commission comprises twenty of the nation’s leading practitioners, judges, 
and academics.* It was constituted by the American Bankruptcy Institute, the largest 
multi-disciplinary, non-partisan organization dedicated to research and education on 
matters related to insolvency. The University of Maryland Francis King Carey School of 
Law received a grant from the American Bankruptcy Institute and the Anthony H.N. 
Schnelling Endowment Fund to support my research and service as Reporter.^ 

Chapter 1 1 of the Bankruptcy Code facilitates the resolution of financial distress 
primarily in the business context.’ It emerged as a compromise to chapter X and 
chapter XT of the U.S. Bankruptcy Act of 1 898 (introduced by the Chandler Act of 1 938), 
under which large, public business debtors were subject to the mandatory appointment of 


* A list of the Commissioners is attached si Appendix A. 

~ The ABI has committed approximately $300,000 to fund the overall study and refonn project. 
' The Commission and the study are not addressing issues unique to the resolution of an 
individual debtor’s financial distress under chapter 11. 
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a bankruptcy trustee and oversight by the Securities and Exchange Commission and 
smaller business debtors essentially negotiated a resolution with their creditors."* After 
almost forty years of experience under chapter X and chapter Xt of the prior Bankruptcy 
Act, policymakers and practitioners agreed that reform was needed, resulting in one 
business bankruptcy chapter — chapter 1 1 of the Bankruptcy Code.^ After more than 
thirty years of experience under chapter 11, many practitioners and commentators again 
agree that it is time for reform.*’ 

The Commission is conducting a thorough investigation of business bankruptcies 
and the potential need for reform. The Commission is still in its study and deliberation 
phase of the process, and it is not yet putting forth any conclusions or recommendations. 
The Commission does not anticipate doing so until the study phase is completed and the 
Commissioners have fully vetted all relevant issues. Accordingly, my testimony today 
will summarize: (i) the potential need for refomi of chapter 1 1 of the existing 
Bankruptcy Code; (ii) the Commission’s study process; and (iii) certain testimony and 
research received to date by the Commission on reform issues. 

The Potential Need for Reform 

The Bankruptcy Code has served us well for many years. Nevertheless, today’s 
financial markets, credit and derivative products, and corporate structures are very 
different than what existed in 1978 when the Bankruptcy Code was enacted. Companies’ 
capital structures are more complex and rely more heavily on leverage; their asset values 
are driven less by hard assets (e.g., real estate and machinery) and more by services. 


* See, e.g., DAVID A. SKEEL, JR. , DEBT’ S DOMINION: A HISTORY OF B,ANKRIIPTC Y LAW IN 
America (2001) (reviewing history of the Bankruptcy Code); Donald R. Korobkin, 

Rehabilitating Values: A Jurisprudence of Bankruptcy, 91 COEUM. L. Rev. 717 (1991) (same); 
Charles Jordan Tabb, The History of the Bankruptcy Imrs in the United States, 3 Am. Bankr. 
Inst. L. Rev. 5 (1995) (same); Daniel J. Bussel, Coalition-Building Through Bankruptcy 
Creditors ’ Committees, 43 UCLA L. REV. 1547, 1557-58 (1996) (same and discussing 
components of chapterX and chapter XI of the Bankruptcy Act). See also SEC v. Am. Trailer 
Rentals Co., 379 U.S. 594, 603-606 (1965) (discussing lire Chandler Act of 1938); CHARLES 
W.VRREN, Bankruptcy in Uniied S iates History (1935) (reviewmg early history of 
Bankmptcy Code). 

' Elizabetli Warren, Bankruptcy Policymaking in an Imperfect World, 92 Mich. L. Rev. 336, 
371-73 (1993) (explaining that “[ojne of the key reasons for the adoption of tire 1978 Code was 
the widespread pereeption tliat the old Code was unworkable”). 

See Richard Levin & Kenneth Klee, Rethinking Chapter If 2012 IN'I’L INSOLVENCY iNST., 
available at http://www.iiiglobal.org/componcnt/jdownloads/finish/337/5966.htmL See also 
Stephen J. Lubben, Some Realism About Reorganization: Explaining the Failure of Chapter 1 1 
Theory, 106 DICK. L. Rev. 267 (2001); Douglas G. Baird & Robert K. Rasmussen, Chapter 11 at 
Twilight, 56 Stan. L. Rev. 673 (2003); Harvey R. Miller & Shai Y. Waisman, Does Chapter 11 
Reorganization Remain a Viable Option for Distressed Businesses for the Twenty-First Century?, 
78 Am. Bankr. L.J. 153 (2004); Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 
47 B.C. L. Rev. 129 (2005); James H. M. Sprayregen et al., Chapter 11: Not Perfect, but Better 
than the Alternative, Am. Bankr. Inst. J., Oct. 2005, at 1; Harv'ey R. Miller, Chapter 11 in 
Transition — From Boom to Bust and into the Future, 81 Am. B,ANKR. L.J. 375 (2007). 


2 



133 


contracts, and intangibles; and both their internal business structures (e.g., their affiliates 
and partners) and external business models are more global, hr addition, claims trading 
and derivative products have changed the composition of creditor classes. These 
developments are not necessarily unwelcome or unhealthy, but the Bankruptcy Code was 
not designed to rehabilitate companies in this environment. 

Moreover, anecdotal evidence suggests that chapter 1 1 has become too expensive 
(particularly for small and middle market companies) and is no longer achieving certain 
policy objectives such as stimulating economic growth, preserving Jobs and tax bases at 
both the state and federal level, or helping to rehabilitate viable companies.’ Some 
suggest that more companies are liquidating or simply closing their doors without trying 
to rehabilitate under the federal bankruptcy laws.* Some suggest that companies are 
waiting too long to invoke the federal bankruptcy laws, which limits restructuring 
alternatives and may lead to premature sales or liquidations.^ Still others suggest that the 
system continues to work well enough."’ These issues are at the core of the 
Commission’s study. As explained below, the Commission’s process was designed to 
explore the new environment in which financially distressed companies operate and to 
determine what is — and is not — working as effectively as possible. 

The Commission ’s Study Process 

The Commission has undertaken a methodical study of chapter 1 1 of the 
Bankruptcy Code. Over 250 individuals (as either Commissioners, committee members, 
or hearing witnesses) who work in or are affected by corporate insolvencies have been 
involved in this study process. The Commission has strived to include all perspectives, 
ideologies, and geographic and industry segments. 

The Commission has met on a regular basis since January 2012. During these 
meetings, the Commission has, among other things, discussed issues perceived as 
potential problems in chapter 1 1, reviewed recent developments in the case law and 
practice norms, and developed an effective process for identifying, researching, and 
analyzing chapter 1 1 as a whole. As explained below, the Commission has used an 
advisory committee structure and numerous public field hearings to amass the 
information and research it requires to critically analyze chapter 1 1 and consider any 
reform measures. 


^ See, e.g., Stephen J. Lubben, When We "Know "About Chapter 11 Cost is Wrong, 17 FORDttVM 
J. CORP. & Fin. L. 1 (2012) (reviewing literature and presenting empirical data to contradict 
common perceptions of bankmptcy costs). 

* See, e.g., Douglas G. Baird &. Robert K. Rasmussen, The End of Bankruptcy, 55 SlAN. L. Rev. 
751, 777-85 (2002) (discussing decrease in traditional stand-alone reorganizations). 

^ See, e.g., Michelle M. Hamer & Jamie Marincic Griffin, EaeiUtating Successful Failures, 

66 Fla. L. Rev. (forthcoming 2014) (analyzing literature and presenting results of empirical 

survey on, among other things, timing of bankruptcy filings). 

See, e.g., Stuart C. Gilson, Coming Through a Crisis: How Chapter 1 1 and the Debt 
Re.structuiing Industry Are Helping to Revive the US. Economy, 24 J. APPLIED CORP. FiN. 23 
(Fall 2012). 
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The Advisory CommiTTees. To launch its study, the Commission identified 
thirteen broad study topics to facilitate a detailed analysis of the various components of 
chapter 11. These study topics are; administrative expense claims and other pressures on 
liquidity; avoiding powers (e g., preferences and fraudulent conveyances); bankruptcy- 
remote entities and bankruptcy proofing; distributional issues under plans; executory 
contracts and unexpired leases; financial contracts, derivatives, and safe harbors; 
financing issues; governance and supervision of cases; labor and benefits issues; multiple 
entities and corporate groups; procedural and structural issues under plans; role of 
valuation; and sales in chapter 11.*’ The Commission then enlisted the volunteer service 
of over 1 50 of the profession’s very talented and dedicated judges, lawyers, financial 
advisors, academics, and consultants to serve on advisory committees for each of the 
study topics.'^ 

The advisory committees began their work in April 2012. The Commission 
provided each advisory committee with a preliminary assessment containing initial study 
questions for its general topic area. Hach advisory committee devoted (and some 
continue to devote) significant time to researching and evaluating the study questions. 
The advisory committees met either in-person or telephonically on a frequent basis, 
reviewing their research and debating the issues. The advisory committees engaged in 
this work for approximately eighteen months and submitted research reports on most 
topics to the Commission in December 2013. 

The Commission then held a three-day retreat in February 2014 to meet with each 
advisory committee and discuss the research reports. At the retreat, the advisory 
committees presented their reports and highlighted complex and nuanced issues for the 
Commission, and Commissioners actively engaged in a direct dialogue with committee 
members. The Commission also used the forum to begin integrating the study topics and 
reconciling overlapping issues. The retreat and the work of the advisory committees 
leading up to the retreat have been informative and very helpful to the Commission in 
this process. The Commission currently is reviewing the entire body of work produced 
by the advisory committees and conducting follow up research and analysis on a variety 
of issues. 

The Commission also formed an international working group consisting of 
leading practitioners and academics from twelve different countries. The working group 


* ’ The Commission has asked tlie financial contracts, derivatives, and safe harbors advisory 
committee to consider related issues involving systcmically important financial institutions and 
the chapter 14 proposal developed by Professor Tliomas Jackson and his colleagues. It also has 
deferred tlic work of the multiple entities and corporate groups advisory committee until a later 
point in tire process. 

Tlie names and affiliations of members of the advisory committees arc listed at tire 
Commission’s website: wvvw.commission.abi.org. Two of the witnesses appearing before the 
Subcommittee today are members of the financial contracts, derivatives, and sate harbors 
advisory committee — Seth Grosshandler (Co-Chair of the advisory' committee) and the Honorable 
Christopher S. Sontchi. 
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is studying targeted questions posed by the Commission and the advisory committees to 
provide a comparative analysis of the relevant issues. 

The Field Hearings. The Commission held its first public hearing in April 2012 
at the House of Representatives, Committee on the Judiciary, Rayburn House Office 
Building, Washington, D.C. Since that time, the Commission has held fifteen public field 
hearings in eleven different cities: Boston, Las Vegas, Chicago, New York, Phoenix, San 
Diego, Tucson, Philadelphia, Austin, Atlanta, and Washington, D C. In these hearings, 
almost ninety individuals have testified.'^ The testimony at each of these hearings has 
been substantively rich and diverse. The hearings have covered a variety of topics 
including chapter 1 1 financing, general administrative and plan issues, governance, labor 
and benefits issues, priorities, sales, safe harbors, small and middle market cases, 
valuation, professional fees, executory contracts (including commercial leases and IP 
licenses), trade creditor issues, and avoiding powers reform. Transcripts and videos of 
the hearings, and the related witness statements, are available at the Commission’s 
website: wxvw.commission.abi.org. A summary of the hearing topics is attached at 
Appendix C 

Several common themes emerged from the field hearings. First, most witnesses 
acknowledged that chapter 1 1 cases have changed over time.*"* These changes include a 
perceived: increase in the number and speed of asset sales under section 363 of the 
Bankruptcy Code,'^ decrease in stand-alone reorganizations, decrease in recoveries to 
unsecured creditors,*^ and increase in the costs associated with chapter 11.*^ Second, the 


' ’ The names and affiliations of these witnesses are listed at Appendix B 

^ See Biyan Marsal, Statement to the Commission, Hearing, October 26, 2012 (NCBJ Transcript 
pp. 15-19), available a! http://commission.abi.org ("There is a gradual erosion of the underlying 
public principle of the Code which was to preserve jobs and maximize value through 
rehabilitation."). 

'' See Gerald Buccino, Statement to the Commission, Hearing, November 3, 20 12 (TMA 
Transcript p. 19), available iir http://commission.abi.org. ("When sales occur too quickly before 
the rehabilitative process, the yield to pre-petition creditors is diminished."); Michael Richman, 
Statement to the Commission, Hearing, October 26, 2012 (NCBJ Transcript p. 20), available at 
http://commission.abi.org (recommending tliat section 363 sales should be modified so tliat courts 
can restrain hasty sales and better monitor expedited sales). 

See Paul Calalian, Written Statement to the Commission for the May 21, 2013 Hearing, 
available at http://commission.abi.org (“Tlic Code and tlic economic enviromnent have made it 
more difficult for imsccurcd creditors to realize fair payment of their claims ... A voice for 
unsecured creditors is clearly needed and provides valuable insiglit to the court and other 
parties."); Joseph McNamara, Written Statement to the Commission forthc May 21, 2013 
Hearing, available at http://connnission.abi.org (“A tremendous disparity remains between 
payment of secured and unsecured claims and some evidence suggests secured creditors with first 
liens experienced outstanding recoveries, while unsecured recoveries were around 20%, with the 
median recovery' set at 10%."). 

See John Haggerty , Written Statement to the Commission for the April 19, 2013 Hearing, 
available at http://commission.abi.org (recommending that the level of professionals should be 
rationalized at the onset of a case and fees and billing should be more transparent and have 
greater oversight during the process to keep overall costs down). 
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witnesses who testified on issues relating to small and middle market companies 
generally opined that chapter 1 1 no longer works for these companies. Witnesses cited 
cost and procedural obstacles as common barriers.'* Third, the witnesses who testified 
on financial contracts and derivatives generally agreed that the safe harbor protections 
have been extended to contracts and situations beyond the original intent of the 
legislation.''' They did not necessarily agree, however, on appropriate limitations or 
revisions to the relevant sections of the Bankruptcy Code.^° Finally, witnesses — even 
those who were highly critical of certain aspects of chapter 1 1 — all perceived value in the 
U.S. approach to corporate bankruptcies, including the debtor in possession model. 

The Process Going Forward 

The Commission’s study process is winding down, and it will begin deliberations 
in April 2014. Prior to that time, the Commission and the ABI are co-sponsoring a 
symposium with the University of Illinois College of Law to address issues relating to 
secured credit and bankruptcy. This symposium is gathering many of the leading 
bankruptcy scholars to explore the rights of debtors and secured creditors under state law 
and the Bankruptcy Code. Many scholars also will address the related Constitutional and 
public policy issues. The research papers presented at that symposium will inform the 
Commission’s work and appear in the University of Illinois Law Review. 


' “ See Hon. Dennis Dow, Written Statement to the Commission for the April 1 9, 201 3 Hearing, 
available at http://commission.abi.org (noting that the complexity, time and costs of the 
chapter 1 1 process impose obstacles that small business debtors often cannot overcome); Prof 
Anne Lawton, Written Statement to the Commission for the November 1,2013 Hearing, 
available at http://commission.abi.org (“The Code's small business debtor definition should be 
simplified.”); Gerald Buccino, Statement to the Commission, Hearing, November 3, 2012 (TMA 
Transcript pp. 7, 15), available ot http://commission.abi.org (“A one-size-fits-all approach for the 
Code does not work because smaller businesses have special needs.”). 

" See Daniel Kamensky on behalf of Managed Funds Association, Written Statement to the 
Commission for the October 17, 2012 Hearing, available or http://commission.abi .org (asserting 
that tlic breadth of safe harbors has had imintcnded consequences and some courts hav'e held tliat 
safe harbors extend to protect one-off private transactions tliat do not involve financial 
institutions); Jane Vris, Statement to the Commission, Hearing, May 15, 2013 (NYCBC 
Transcript p. 9), available at littp://comniission.abi.org ("Tlie original purpose of the safe harbors 
was to preserve tlie clearing of payments and delivery within a fair closed system, the protections 
have now expanded beyond that”). 

See Hon. James Peck, Statement to the Commission, Hearing, May 15, 2013 (NYCBC 
Transcript p. 32), available at http://coimmssion.abi.org (rcconimcnding tliat judges should have 
more discretion to dctemiinc whether contracts fit the criteria for protection under the safe 
harbors). 

See William Grccndykc, Written Statement to the Commission for the November 22, 2013 
hearing, available trf http://conmiission.abi.org (reporting that the membership of the Bankruptcy 
Law Section of tlie State Bar of Texas noted that the chapter 1 1 process still w orked, but found it 
to be more expensive and “faster” tlian 10 years ago.). 

The names and affiliations of the academics presenting at this symposium are listed at 
Appendix D 


6 



137 


The Commission will devote significant time to reviewing the vast body of 
research, data, and testimony generated through its two-year study process. It will debate 
the issues internally and work to build consensus around a set of findings and 
conclusions. The Commission currently anticipates producing a preliminary report in 
December 2014. 

Although the Commission does not yet know what it ultimately will recommend 
in that report, it is guided by its mission statement to “study and propose reforms to 
Chapter 1 1 and related statutory provisions that will better balance the goals of 
effectuating the effective reorganization of business debtors — with the attendant 
preservation and expansion of jobs — and the maximization and realization of asset values 
for all creditors and stakeholders.” 
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Appendix A 

ABI Commission to Study the Reform of Chapter 1 1 

D J. (Jan) J. Baker, Latham & Watkins LLP 

Donald S. Bernstein, Davis Polk & Wardwell LLP 

Geoffrey L. Berman (ex officio). Development Specialists, Inc. 

William A. Brandt, Jr., Development Specialists, Inc. 

John Wm. Butler, Jr., Skadden, Arps, Slate, Meagher & Flom LLP 

Babette A. Ceccotti, Cohen, Weiss & Simon LLP 

Samuel J. Gerdano (ex officio), American Bankruptcy Institute 

Hon. Arthur J. Gonzalez (retired), U S. Bankruptcy Court, Southern District of New York 
Steven M. Hedberg, Perkins Coie LLP 
Robert J. Reach (Co-chair), Bernstein Shut 

Prof Kenneth N. Klee, University of California at Los Angeles, School of Law 
Richard B. Levin, Cravath, Swaine & Moore LLP 

James T. Markus (ex officio), Markus Williams Young & Zimmennan, LLC 

Harvey R. Miller, Weil, Gotshal & Manges LLP 

James E. Millstein, Adjunct Professor of Law, Georgetown Law Center 

Harold S. Novikoff, Wachtell, Lipton, Rosen & Katz 

James P. Seery, Jr., River Birch Capital, LLC 

Sheila T. Smith, Deloitte Financial Advisory Services LLP 

James H.M. Sprayregen, Kirkland & Ellis LLP 

Albert Togut (Co-chair), Togut, Segal & Segal, LLP 

Clifford J. White III, Director (non-voting). Executive Office for the U S. Trustees (DOJ) 

Bettina M. Whyte, Alvarez & Marsal 
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Howard Brownstein, The Brownstein Corp. 

Bryan P. Marsal, Alvarez & Marsal 
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Court E.D. N.Y. (Ret.) 

Michael Haddad, Newstar Business Credit (on behalf of CFA) 

Jonathan N. Helfat, Otterbourg, Steindler, Houston & Rosen, PC (on behalf of CFA) 
Richard M. Kohn, Goldberg Kohn Ltd. (on behalf of CFA) 

Randall Klein, Goldberg Kohn Ltd. 

Robert Katz, Executive Sounding Board Associates, Inc. 

Gerald Buccino, Buccino & Associates 
Kathryn Coleman, Hughes, Hubbard & Reed 

Richard Mikels, Mintz, Levin, Cohn, Ferris, Glovsky and Popeo, P.C. 
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Danielle Spinelli, Wilmer Hale 

J. Scott Victor, SSG Capital Advisors, LLC 

William Derrough, Moelis & Company LLC 

Mark Shapiro, Barclays Capital 

Jennifer Taylor, O’Melveny & Myers LLP 

Janet Chubb, Armstrong Teasdale 

Hon. Robert D. Drain, Bankruptcy Court S.D.N.Y. 
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William R. Greendyke, Norton Rose Fulbright 
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Appendix C 

Summary of Field Hearings and Topics of Discussion 

The October 17, 2012 field hearing was at held the Loan Syndications and 
Trading Association (LSTA) annual meeting in New York, New York. The hearing 
generally covered finance and governance concerns in chapter 1 1, and witnesses testified 
on debtor in possession (dip) lending, distressed debt trading, and the role of secured 
credit. The Managed Funds Association (MFA) testified on various aspects of 
governance reform, suggesting changes involving the appointment of trustees, the 
addition of new members to a debtor’s board of directors, and the appointment and 
management of creditors’ committees. Representatives from LSTA presented data on the 
relationship between dip lending and reorganization, and witnesses encouraged the 
Commission to consider the positive role that distressed debt trading has on the market. 

The Commission hosted a roundtable discussion on sales as part of a field hearing 
on October 26, 2012 during the annual meeting of the National Conference of 
Bankruptcy Judges (NCB J) in San Diego, California. During the roundtable, witnesses 
recommended reviewing the time limits on the section 363 sale process, in particular for 
small business cases, and with respect to plan exclusivity. Another witness discussed the 
scope and ambiguity in sales approved under section 363(f) of the Code. Witnesses also 
spoke more generally on the challenges faced by small and middle market companies 
using chapter 1 1, and on potential reforms in credit-bidding and lender control 
provisions. 

On November 3, 2012, the Commission held a field hearing at the Turnaround 
Management Association’s annual meeting in Boston, Massachusetts. During the field 
hearing, witnesses provided comments on reforming the Federal Rules of Bankruptcy 
Procedure, the impact Stern v. Marshall, the role of judicial discretion, executory 
contracts, and DIP lending. Comments from witnesses included: the suggestion that the 
time to assume or reject non-residential real property was too short; that the speed of a 
section 363 sale was too quick, diminishing value to pre-petition creditors; and that 
section 503(b)(9) protections should be abolished. One witness suggested reforms to DIP 
lending and amending the standard in section 1 1 1 1(b) in the context of credit-bidding. 

The field hearing on November 15, 2012 was held at the annual convention of the 
Commercial Finance Association (CFA) in Phoenix, Arizona. The primary focus of the 
field hearing was finance, and the witnesses testified on DIP lending, the use of carve- 
outs, and challenges to small and medium-size enterprises. The leadership of CFA 
testified on behalf of their membership and suggested the Commission study the 
following topics: adequate protection for secured creditors, carve-outs, the inclusion of 
all contract rights in the definition of secured claims, and the enforceability of inter- 
creditor agreements. Included among the potential reforms proposed by witnesses were: 
modifying the Code to allow for the statutory appointment of a sale monitor or examiner; 
codifying local rules to provide guidance or standards for the court to base its discretion 
on; clarifying sections 1 129 and 1104 of the Code; codifying gifting; providing for the 
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enforcement of fraudulent conveyance savings clauses; and shifting the burden of proof 
in preferential transfer claims. 

During the ABI Winter Leadership Conference in Tucson, Arizona, the 
Commission held a field hearing on November 30, 2012. This field hearing centered on 
finance and governance under chapter 1 1, in particular the role of creditors’ committees, 
DTP lending, the use of secondary markets, surcharges, and roll-ups. While discussing the 
use of secondary markets, one witness suggested that the Code should clarify that bad 
faith does not turn solely upon a creditor’s motivation and that bad faith does not exist 
solely because a creditor took actions that are associated with distressed investing. 

The Commission held a field hearing during the VALCON Conference in Las 
Vegas, Nevada, on February 21, 2013. The field hearing focused on valuation, including: 
different valuation methodologies; the pros and cons of judicial valuation; and the timing 
of valuations in chapter 1 1 cases. Witnesses made a number of suggestions to improve 
the valuation process used during chapter 11, including the use of the Discounted Cash 
Flow Analysis over the Market l est, and offering the court, at its election, access to a 
valuation consultant. 

The March 14, 2013 field hearing was held at the spring meeting of the American 
College of Bankruptcy in Washington, DC. The field hearing centered on labor 
provisions within the chapter 1 1 process, in particular sections 1113 and 1 1 14 of the 
Code and the impact of the proposed Conyers Bill. Recommendations for reform 
included: eliminating the 14-day time frame for a court hearing on section 1113 and 1114 
motions; modifying the test to terminate a defined-benefit pension plan; restoring 
concessions if unsecured creditors ultimately get paid in full or receive value equal to 
100% of their claims; and maintaining the right to self-help. Many of the witnesses felt 
that payment into pension funds or 401(k) plans should be more strongly enforced and 
that the labor force should be permitted to participate more actively in a debtor’s business 
plan. 


In conjunction with the ABI Annual Spring Meeting in Washington, DC, the 
Commission held a field hearing on April 19, 2013. This particular field hearing included 
testimony on professional fees and the challenges of small and middle market companies 
utilizing the chapter 1 1 reorganization process. A number of recommendations were 
made to address the perception of excessive professional fees, including: a guideline in 
the present billing system that would provide a ceiling for the class’ fees as a percentage 
of total recovery; weekly reports accompanied by memos that explained the firm’s prior 
week’s fees and expenses; or other systems that would promote greater transparency, 
enhance debtor supervision of professionals, and rationalize the level of professionals at 
the onset. Other witnesses provided insight into the unique challenges that small and 
middle market companies face in efforts to reorganize under chapter 1 1 of the Code, like 
the 300-day deadline for filing a plan and disclosure statement, the section 1 129(a) 45- 
day requirement to confirm a plan, and the application of the Absolute Priority Rule. For 
comparison purposes, the witnesses offered observations about the increased use of state 
law alternatives to chapter 11. 
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As part of the New York City Bankruptcy Conference, the Commission held a 
field hearing on May 15, 2013 in New York, New York. The focus of the field hearing 
was the role of financial contracts and derivatives, and the use of safe harbors, in 
chapter 1 1 cases. A number of recommendations for reform were proffered by the 
witnesses, including: tailoring the settlement payment definition to confirm more closely 
to Congress’ original intent; imposing a self-reporting requirement on counterparties 
exercising safe harbors; allowing the debtor continued access to information from its 
clearing banks; and providing more protection to the estate’s operating assets. In addition, 
a discussion was held surrounding the appropriateness of a three-day automatic stay for 
the exercise of safe harbors, the level of judicial discretion that should be granted within 
the definition and enforcement of safe harbors, and whether a set interest rate should 
apply to payouts. 

The Commission heard from a number of witnesses regarding administrative 
claims and avoiding powers during its May 21, 2013 field hearing at the National 
Association of Credit Management conference in Las Vegas, Nevada. During a robust 
discussion on section 503(b)(9), one witness suggested the inclusion of drop shipment 
transactions in the protections of that section. A number of witnesses supported changes 
to the preference statute to afford more protections and defenses to creditors and place 
more of the burden on trustees and debtors to evaluate preference claims prior to 
demands. Additionally, witnesses shared that the window for bringing preference actions 
was too broad and a cost-benefit analysis should be required when evaluating preference 
demands, demonstrating that pursuing the preference action would provide benefit to the 
unsecured creditors above the cost to pursue the action. 

On June 4, 2013, the Commission held a field hearing on executory contracts, 
leases, and related intellectual property issues in bankruptcy at the New York Institute of 
Credit conference in New York, New York. A panel of witnesses represented two distinct 
and opposite views on the impact and value of the 210-day rule to assume or reject non- 
residential leases. The witnesses also discussed the treatment of stub rents, a lessee’s 
post-petition obligations under section 365(d)(3), and the definition of adequate 
assurance of future performance in the context of the assumption and assignment of 
leases. The panel of witnesses that discussed intellectual property issues offered 
suggestions to reform section 365(c) to adopt the “Actual Test,” and to reform sections 
365(g), (n) to adopt the Luhrizol decision. Further, the suggestion was made to modernize 
the definition of patents to include foreign issued patents and clarify change of control 
provisions. 

Another field hearing of the Commission was held on June 7, 2013 in Chicago, 
Illinois, at the annual meeting of the Association of Insolvency & Restructuring Advisors 
(AIRA). The field hearing began with a report from AIRA leadership on those issues 
most concerning to their membership, including the format and detail of disclosure 
statements, the use of judicial discretion, and the revival of “KERPs.” The Commission 
also heard from two academics regarding the interaction between labor law and the Code, 
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and the role of governance and the value of information, in particular control discovery, 
in chapter 1 1 . 

The Commission again held a field hearing at the National Conference of 
Bankruptcy Judges Annual Meeting, which took place on November 1, 2013 in Atlanta, 
GA. The discourse of this hearing focused on a number of general proposals for reform of 
the Code, including: the oversight of committee work; the value of a third-party 
reorganization professional; and the role and selection of atrustee. The Commission also 
heard from an academic reporting on her study of small business debtors under the 
current Code and proposals for reform, including modifying the definition of “small 
business debtor” and eliminating the 45-day plan-confirmation deadline for those debtors. 

On November 7, 2013, the Commission held its first field hearing in the third 
judicial circuit at the 1 0* Annual Complex Restructuring Program at the Wharton School 
of Business in Philadelphia, PA. The Commission heard from a number of different 
witnesses that testified on the role and responsibility of the debtor in possession and other 
parties in interest, the unique challenges faced in asbestos-related chapter 1 1 cases, and 
Issues within priority rules, in particular, codifying the new value corollary of the 
absolute priority rule. One witness focused on reform proposals that would reduce the 
costs and ease the timetables applicable in small or middle market cases. The 
Commission also heard testimony on behalf of the International Women’s Insolvency and 
Restructuring Confederation (IWIRC). IWIRC’s testimony focused on streamlining the 
process for asserting section 503(b)(9) claims, including standardizing the forms and 
procedures for asserting such claims and establishing a timeline in which they must be 
asserted. 

The last field hearing of 2013 for the Commission occurred at the University of 
Texas/Jay Westbrook Conference in Austin, TX on November 22, 2013. The 
Commission heard from two representatives of the Bankruptcy Law Section of the State 
Bar of Texas on the results of an online survey of its members, including general 
suggestions for reform of the chapter 1 1 process like standardizing the role and practices 
of the U.S. Trustee across districts and/or regions, legitimizing the section 363 sale 
process, and making bankruptcy judges Article III judges. In addition to a number of 
focused proposals on reform within the Code, the Commission heard testimony regarding 
two larger issues: the impact oi Stern v. Marshall and the role venue plays in bankruptcy 
proceedings. 
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Appendix D 
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David G. Carlson, Yeshiva University, School of Law 
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Steven L. Schwarcz, Duke University, School of Law 

Edward Morrison, University of Chicago, School of Law 
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Charles W. Mooney, Jr., University of Pennsylvania, School of Law 

Steven L. Harris, IIT Chicago-Kent, College of Law 

Charles J. Tabb, University of Illinois, College of Law 

Barry E. Adler, New York University, School of Law 

Stephen J. Lubben, Seton Hall University, School of Law 

Jay Lawrence Westbrook, University of Texas, School of Law 
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Mr. Bachus. Thank you very much. At this time, with consent 
of Mr. Marino, we are going to Congressman Collins first. Is that 
right? 

Mr. Collins. Thank you, Mr. Chairman. I do appreciate my dear 
friend. Congressman Marino, for allowing me to go here. Professor 
Jackson, in looking 

Mr. Bachus. He has heen in the hack listening on TV, so he 
is 

Mr. Collins. You all make great television stars. You all ought 
to think about this. You look good back there. 

Mr. Bachus. And they are wondering, this guy shows up and he 
starts asking questions, and he has not heard a thing. 

Mr. Collins. Yes, I have heard every bit of it back there. It is 
great. But again. Professor Jackson, your testimony indicates, and 
also your written statement, that transparency, certainty, judicial 
oversight of the bankruptcy process make it the preferred method 
for resolution of a financial firm. I just have a question. Could 
those same attributes make bankruptcy the ideal process for the 
resolution of Fannie and Freddie? 

Mr. Jackson. I am not an expert on the details of Fannie and 
Freddie, but in general it seems to me the structure of bankruptcy 
law, with well-defined rules about how you deal with assets and li- 
abilities and priorities, a huge body of judicial law and judicial re- 
view of the processes, in my view, generally makes it the preferred 
resolution mechanism for almost any institution. 

That does not mean that there will not be perturbations to a sys- 
tem if a Fannie or Freddie went into a bankruptcy proceeding, but 
bankruptcy is pretty good at knowing how to deal with this. Trust 
assets will be set aside, priorities will be determined by the kind 
of priorities that they should have had. 

So as I said at the start, I am a big fan of bankruptcy law be- 
cause I think it, in general, we have decades of decision making 
under it. We have strict priority rules. We have a judicial process 
that I think is pretty free from political pressure most of the time, 
that does a wonderful job of adhering to the rule of law. 

Mr. Collins. Okay. And I think that is the interesting, you 
know, process here of amending the Bankruptcy Code because it 
does have the history, for not only Fannie and Freddie, but also 
large and middle-sized banks as well. Would that follow along that 
same pattern of your answer? 

Mr. Jackson. Yes. When you are talking about depository banks, 
they are historically done under the Federal Deposit Insurance 
Corporation, but there is an actual feature of depository banks that 
makes them distinguishable from other kinds of even financial in- 
stitutions. The Federal Government is, in fact, the residual owner 
of these institutions almost anyway because of the deposit insur- 
ance guarantees. So it is really their own institution that they are 
resolving at the end of the day, and that is very different from all 
other financial institutions. 

Mr. Collins. I am very glad you all are here. Just on the ques- 
tion line now. Professor Jackson, doing that, especially with Fannie 
and Freddie, I am looking at derivatives, the bigger issues that we 
have here, whether stockholder equity and enterprise is meeting its 
financial obligations to creditors, but it needs to be restructured or. 
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you know, put into a run-off. This is where the bankruptcy if we 
amend it would probably work in situations like that given its his- 
tory, given its structure. Would that be a fair statement? 

Mr. Jackson. That would be a fair statement. Again, what bank- 
ruptcy would do is impose losses first on the shareholders, on the 
equity. And then if any company was, in fact, insolvent, it would 
impose those losses on the lower tiered debt in the first instance. 
For example, in the SIFI process, the stripped off long-term debt 
that is left behind will be the group that bears losses in case the 
entity is insolvent so that you have to go deeper than wiping the 
equity out. But all of that is firmly established by priority rules in 
the Bankruptcy Code, which is one of the reasons I am such a fan 
of it. 

Mr. Collins. Okay. And a final part here just is looking at this 
and continuing on this sort of theme that we have developed here. 
And after this, if anybody else would like to jump in on this ques- 
tion. I see that bobble head going. 

Financial obligations. Are Fannie and Freddie right now meeting 
the financial obligations to creditors? If we did have a process like 
this, you know, should a bankruptcy filing leaves derivatives con- 
tracts and other financing arrangements in place? Would that be 
something that could be done through this? 

Mr. Jackson. Well, again, leaving them in place requires some- 
thing like what I have been talking about with the single point of 
entry. It requires you to transfer everything to a new entity. 

Mr. Collins. Right. 

Mr. Jackson. Currently under the Bankruptcy Code if you did 
not have a stay to allow that continuation process to occur, and the 
others who were talking about the qualified financial contracts, 
under the Bankruptcy Code, those people can run. So you do need 
amendments to the Bankruptcy Code to at least allow you to trans- 
fer these to an entity where everything could stay in place. 

Mr. Collins. Go ahead. 

Mr. Grosshandler. Yes. I agree with everything Professor Jack- 
son said, but I wanted to put one important point, extra point, 
which is Fannie and Freddie, of course, issue guaranteed securities, 
right? 

Mr. Collins. Right. 

Mr. Grosshandler. And those securities consist of the holder 
has a right to the payments on the mortgage loans that they are 
holding in trust, plus the Fannie and Freddie guarantee. What is 
going to happen to that guarantee in the bankruptcy? And the 
usual Bankruptcy Code rule is there is a long time to determine 
what happens to that guarantee in bankruptcy. It is a contingent 
claim. You do not know whether those mortgages are going to de- 
fault or not, whether you need to draw on it. And it is very com- 
plicated. I think that kind of extended uncertainty in a regular 
bankruptcy proceeding would make the value of those securities 
tank. 

Mr. Collins. Well, even though this is the late hour and all, this 
is something that needs to be looked at, I think, as we look at the 
vast derivatives and other things that need to be looked at possibly 
in the structure bankruptcy. And I thank you, and I do thank my 
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colleagues for allowing to question. And I hope you all have a won- 
derful evening. Thank you. 

Mr. Bachus. I thank the gentleman. Now, Ranking Member 
Johnson is recognized. 

Mr. Johnson. Thank you, Mr. Chairman. To be clear. Title II of 
Dodd-Frank is only triggered by the determination of the Treasury 
Secretary that a non-bank financial institution is systemically im- 
portant. Could an entity like Lehman Brothers, whose impending 
failure puts the financial marketplace into a free fall and freezes 
the lending market? Is that enough to trigger a Title II orderly liq- 
uidation? 

Mr. Jackson. Everybody can jump in on this. I think actually 
Title II designed precisely for an entity such as Lehman. I mean, 
if you look at when Dodd-Frank was being enacted, Lehman was 
the elephant in the room because of the Lehman bankruptcy, and 
a sense that Lehman had done zero pre-bankruptcy planning. 

And so, I think a lot of effort that went into Dodd-Frank and 
Title II was trying to design a process that could, in fact, happen 
for Lehman. So, yes, I would assume that the Treasury and the 
Fed and the FDIC would conclude that Lehman was a systemically 
important financial institution for purposes of triggering Title 11. 

Mr. Grosshandler. I think that is right certainly if Title II was 
in effect in 2008. Today the question would be, because the stand- 
ard is would there be severe and adverse effects on the economy 
if there were not a Bankruptcy Code proceeding. If, in fact, the 
Bankruptcy Code were changed along the lines of Chapter 14, et 
cetera, in fact, and given the resolution planning that is happening, 
it might be that Lehman today or tomorrow, assuming changes to 
the Bankruptcy Code, would not require the Title II intervention. 

Mr. Jackson. I think that is completely correct. I was playing 
with the world that exists today where I think you have a dis- 
connect between the desire of the Dodd-Frank Act, which is bank- 
ruptcy takes primacy. You cannot trigger a Title II proceeding until 
you have found the bankruptcy is not up to the task. And the re- 
ality is, which is because have not changed bankruptcy law, I think 
today if a Lehman Brothers was to fail, it is almost inevitable that 
the trigger would be pulled on Title II 

The proposals I have talked about today, it seems to me, are ex- 
plicitly designed to reduce almost to the vanishing point the need 
to implement Title II, and instead use a judicially-based proceeding 
in bankruptcy. So that I believe if you went in the direction I 
talked about today with a Chapter 14 or Chapter 5 of Chapter 11, 
you today would use bankruptcy and not Title II for Lehman 
Brothers. 

Mr. Johnson. Well, Professor Jackson, it is clear that you believe 
that the judicial system would be better equipped to deal with the 
resolution of a SIFI as opposed to a regulatory body. Can I ask 
each of you what you think 

Mr. Bachus. But he is saying with the changes that he has pro- 
posed. 

Mr. Johnson. Yes. Yes. But what Professor Jackson is saying is 
that we need to do this judicially as opposed to administratively. 
And I would like to get the other witnesses’ opinions on that. 

Judge SoNTCHi. Well, I think that 
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Mr. Johnson. And I would also point out the case of GM bank- 
ruptcy and the government money that went into that. And, of 
course, Professor Jackson, you do not want any bailouts, any gov- 
ernment bailouts. And so, how can you restructure a company like 
GM in a bankruptcy proceeding without public dollars? So in light 
of that, what is the best way to deal with this? 

Mr. Jackson. Do you want me to take that one on, and I think 
the other question went to the other people at the table. The dif- 
ference between General Motors, I think, and what we are talking 
about here is I am explicitly talking about a system in which there 
is loss absorbency built into the financial structure so that what 
you do in the financial institution case, it is like a bail-in. You strip 
the debt out, leave it behind in the bad company, and you start out 
with a new company that is solvent again. 

That option was not really available at the time of General Mo- 
tors, nor was it available at the time of the 2008-2009 financial cri- 
sis for other institutions. The beauty of this, and it does require 
regulatory requirements that there is loss absorbency capacity built 
into the system, is that by doing that, you get away from what I 
think is the Hobson’s choice that they faced in 2008-2009, which 
is either allow the financial system to crater or to bail them out. 
And what this does is I think it allows you to get away from that 
Hobson’s choice. 

It is a very different thing because the financial institutions have 
a different sort of structure and importance than a General Motors 
so that I am not really talking now about what you do with cor- 
porate reorganization. 

Mr. Johnson. I understand. I understand. Could I, Mr. Chair- 
man? 

Mr. Bachus. You want to 

Mr. Johnson. Yes, if the others could respond. 

Mr. Bachus. That is all right. 

Mr. Johnson. Thank you. 

Ms. Harner. Certainly. Thank you. Ranking Member Johnson, 
for that question. So first, I will say in my personal capacity, I, like 
Professor Jackson, am a true believer in the bankruptcy system. I 
think the transparency, the due process, the certainty and the judi- 
cial oversight hold tremendous value when you are trying to re- 
structure any company, including SIFIs and companies like GM. 
Do we need to change the Bankruptcy Code to accommodate those 
types of companies? Yes, I think we do. 

Now, from the commission’s perspective, we have not made any 
determinations about the type of issues Professor Jackson or you, 
sir, have raised, but we are looking at them. In fact, we have asked 
the Subcommittee that Judge Sontchi and Mr. Grosshandler are on 
to help us consider ways to handle issues that come up in a Chap- 
ter 14 and SIFI type situation. 

I also will just point out that one of the themes we are hearing 
continuously is that a one-size-fits-all approach in bankruptcy may 
not be the most effective or best approach. So we may be consid- 
ering ways to think differently about very large corporations, very 
small corporations, and then what constitutes the majority of U.S. 
companies and U.S. debtors, the small middle market companies. 
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Judge SONTCHI. If I may very quickly. First of all, it is nice to 
hear everybody trusts the bankruptcy system. [Laughter.] 

I do not know if we deserve it, but I will take it. 

Mr. Grosshandler. You may hear a little dissent. 

Judge SONTCHI. I think one of the primary problems is time is 
your enemy. Time is your enemy in almost every Chapter 11. But 
when you are talking about these SIFIs, you are talking about try- 
ing to close out billions dollars in very short order, time becomes 
a very difficult thing to deal with. And what the bankruptcy court 
gives you is transparency. It gives you due process, but it takes 
time. 

So the difficult balance in trying to figure out how you can han- 
dle a SIFI in a bankruptcy process I think has a lot to do with the 
balance of due process, which takes time, and the need, the real 
economic need, to move very, very quickly. 

We actually do this every day. Every Chapter 11 case I have, 
when you have an operating business under court supervision, time 
is critical. And we are required to, and I think we do a pretty good 
job, of balancing the issue about due process with the emergent na- 
ture of the case. And why I say that is because you will hear that 
a regulatory position or a regulatory answer might be better for it 
because things can happen more quickly because we cannot wait 
around for a court to get around to doing things. 

And I would counter that, yes, there is a tension there. There is 
no question. But I think the bankruptcy system does a pretty good 
job of handling that on a day-to-day basis in all our cases. And I 
think it would be a challenge, but I think we would be more likely 
than not to handle it in a SIFI type situation that we are talking 
about. 

Ms. Vris. I think that the bankruptcy judges are very good at 
some tasks and some missions, and that the regulators are better 
for other tasks and other missions. I think if we are talking about 
a claims dispute process resolving disputes, I think the bankruptcy 
judges are better for that. I think if we are talking about a planned 
process or valuation, I think the bankruptcy judges are better suit- 
ed for that. 

I think if we say for resolution of SIFIs we are broadening the 
mission and we want to also try and safeguard the disruptive effect 
on our entire financial system and the economy of the country, I 
think that is a lot to put on the shoulders of our bankruptcy judges, 
as wonderful as they are. In Lehman, Judge Peck had an extraor- 
dinarily short period of time to decide whether or not to approve 
the sale of the broker dealer to Barclays. He did an admirable job. 
Everybody and their brother objected. He had, as I said, very little 
time. 

And ultimately he made a decision, which I think most people 
would say was the right decision, notwithstanding that people later 
tried to upset that decision. But I do not think that is really what 
we should ask of the bankruptcy courts if, as I say, our mission 
with the SIEIs is to look at the broader effect on the economy as 
a whole, and to do so quickly. 

But I would also note that I think with any of the sort of Chapter 
14 or bridgeco solutions that we are thinking of, those require ex- 
traordinarily fast action at the beginning of the case. Twenty-four 
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hours, 48 hours. If you are anywhere in that kind of timeframe, it 
is very hard, as the judge has said, for the judges to really provide 
due process and make all the decisions they will he asked to make 
in that process. 

So I think that it is hard to ask the judges to make too many 
concrete decisions for approving the transfer of assets and certain 
liabilities to bridgeco. 

I do want to address your GM question, but if you will allow me, 
I will speak instead to Chrysler since I was involved in that. I rep- 
resented the equity there, so I can speak more from personal 
knowledge. 

I think it was the same situation in the sense that there was no 
one else who would have provided the liquidity that was needed. 
There was testimony presented that Chrysler needed $100 million 
a month just to keep the lights on, and there was no one who was 
willing to do that. If the government had not stepped in, I think 
everyone there who had heard that testimony would agree the com- 
pany would have to have been shut down, including the people who 
were objecting to the whole process in Chrysler. They acknowl- 
edged that there was no one else there to step in and provide that 
liquidity. 

And perhaps a little less optimistically than Professor Jackson, 
I think we at the conference believe that with a SIFI, they are 
going to need liquidity, too. I do not think that the single point of 
entry structure removes the need for liquidity. And so, the question 
is who provides that liquidity. And, you know, I cannot speak to 
that today, and I do not know how much would be needed and 
what the private markets would or would not be willing to do at 
that point. But some liquidity and access to it will be needed we 
think. 

Mr. Johnson. Thank you. 

Mr. Grosshandler. I agree very much with Judge Sontchi and 
Ms. Vris. Time is the enemy, and also the bankruptcy courts, I 
think, are very well situated for sort of the after the fact adjudica- 
tion of things. But approving that transfer is a lot to put on a 
bankruptcy judge. And I am just not so wary of the Federal regu- 
lators’ ability to make those decisions. 

Mr. Bachus. Thank you. 

Ms. Vris. I am sorry. Could I just interject briefly? 

Mr. Bachus. Sure. 

Ms. Vris. I would just also point out that with the living will 
process, hopefully regulators will have had access to more informa- 
tion. They will know more about the assets and the liabilities. And 
even if the living wills are not a perfect blueprint to solve the prob- 
lem, it is at least a huge head start. 

Mr. Bachus. Thank you. And what we did, and I think it is good. 
I mean, instead of just shoehorning everything into 5 minutes, we 
actually went 15 minutes with this, but I think that is good be- 
cause we can get into the substance. And so, you can have as long 
as you want. I mean, 15 minutes. 

Mr. Marino. I have one issue that I want to zero in on. I was 
a prosecutor for 18 years, and I was a U.S. attorney, so I am used 
to the Federal court system. And I actually shared an office with 



154 


one of the bankruptcy judges because we needed room, and we split 
things. [Laughter.] 

So I have heard a lot of war stories. And I am going to ask each 
of you to respond to this. I am going to ask Professor Harner, 
would you respond first, and I am going to set up the scenario. 

Whatever position you take, whether we need to change the 
Bankruptcy Code particularly concerning safe harbors or not, what 
impact would the change or not having the change have on our 
international financial system, particularly dealing with the EU at 
this point, because my area of expertise-ish concerning finance is 
international finance. So could you please address that? 

Ms. Harner. Certainly. Thank you. Congressman, for the ques- 
tion. So I think you raise a key point. Markets are no longer do- 
mestic. They certainly are global in nature. And that was one rea- 
son the commission felt so strongly about constituting an inter- 
national working group. 

And so, we are working with academics and practitioners in the 
following countries, Austria, Australia, Belgium, Canada, France, 
Germany, Italy, Japan, the Netherlands, People’s Republic of 
China, South Africa, Spain, and the United Kingdom, to help con- 
sider possible reform if the commission would determine it is nec- 
essary. And they have been giving us very thoughtful research re- 
ports on issues that would integrate and impact the financial mar- 
kets just as you mentioned. 

So I think like any change to the Bankruptcy Code, it is a matter 
of finding that sweet spot, finding the balance where we are not 
disrupting the financial markets either domestically or globally sig- 
nificantly. But we are actually giving companies an opportunity to 
rehabilitate. 

Mr. Marino. Okay. Thank you. Professor Jackson, please? Thank 
you. Professor Harner. 

Mr. Jackson. Not particularly my expertise area, but I have a 
couple of comments on it. 

Mr. Marino. Please. 

Mr. Jackson. I think we need to think about doing what we 
think is right with respect to qualified financial contracts. I think 
even if you wanted to modify, the world is not going to look like 
they have been repealed. I think you want to look at what the rest 
of the world does particularly with, I will go to the large financial 
institutions, these holding companies and subsidiaries. Lehman 
had over a thousand different subsidiaries. That is probably too 
complicated. But the reality is these are global companies, and any- 
thing we try to do that is going to work for these, even at the hold- 
ing company level, is going to require the cooperation of the sub- 
sidiaries and the regulators of the subsidiaries to go along. 

We can solve that domestically, but when we are dealing with 
foreign subsidies, and if our rules look weird to the foreign regu- 
lators, we are going to have a hard time getting them to play by 
our rules. And so, I think those cross-border issues, particularly at 
the large financial institutions, is something we need to be very 
sensitive to. 

Mr. Marino. Thank you, sir. Ms. Vris? 

Ms. Vris. I agree with what Professor Jackson said. And the con- 
ference believes that any kind of resolution will require discussion 
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between the U.S. and the foreign regulators. They have to have 
confidence in whatever we are proposing to do. If they do not, then 
they are going to circle the fences around the assets in their coun- 
try. This happened in Lehman. It has happened in other cases. And 
so, cash that is overseas is going to stay there. Those creditors are 
going to get favored. 

Mr. Marino. Yes. 

Ms. Vris. And you have to put it in context. Even with the best 
of coordination, you may still encounter that in countries. It is a 
natural instinct of the regulators to want to hold the cash in their 
own country. But if you do not at least work with them up front, 
you are going to have no chance at cooperation. 

Some of our big SIFIs, I think, Lehman did have subsidiaries 
around the world. I had the pleasure of representing the Central 
Bank of Germany in that case. But you have to look a little more 
carefully. Not all foreign subsidiaries are necessarily critical to the 
long-term survival of some of our SIFIs. So it is a case by case situ- 
ation. 

Mr. Marino. Sir. Thank you. 

Mr. Grosshandler. Yes. I have two basic points to make. The 
first is, as I had indicated earlier, the safe harbors are an inter- 
national phenomenon in Europe as well as Asia. Most of the devel- 
oped countries have safe harbors for financial contracts. And so if 
one were to get rid of them here or substantially narrow them, that 
would have competitive issues, all of those sorts of things. 

Also the single point of entry mechanism, one of the reasons for 
it is because of the very difficult cross-border issues. So the idea 
is the holding company goes under, but the operating bank, broker 
dealer does not, and, therefore, the operating banks and broker 
dealers overseas do not go under. Great thing if it works. It re- 
quires cooperation. 

At a very technical level, I think it is very important to think 
about cross-border recognition. So Europe, the European Union, is 
considering the BRRD, the Banking Recovery and Resolution Direc- 
tive, which in Article 85 gives local regulators in Europe the ability 
to recognize U.S. law. So, for instance, if U.S. law, like under Title 
II overrides defaults and cross-defaults in financial contracts. Arti- 
cle 85 allows recognition of that. 

There is no comparable vice versa. So if the U.S. wants to recog- 
nize a European law, which the BRRD also has that overrides de- 
faults and cross-defaults, it is just basic comity law, which in many 
courts very, very difficult. It would be wonderful if there were a 
centralized bankruptcy court kind of mechanism like Chapter 15, 
which does not apply to many of these contexts because it does not 
apply to financial institutions, but a Chapter 15 expansion to recog- 
nize European law. 

Mr. Marino. Thank you. Judge? 

Judge SONTCHI. First of all, I think you just found out how in- 
credibly knowledgeable Mr. Grosshandler is about these issues. His 
encyclopedic knowledge is amazing, and I have a lot of respect for 
him. 

I think about it just maybe a little differently. I was at a con- 
ference in Vancouver last month, and one of the main issues was 
corporate groups. What do we do about cases like this where we 
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have holding companies, we have subsidiaries, they may be in dif- 
ferent countries? How do we deal with that on a cross-border basis? 
And the Chapter 15 we have today that covers cross-border cases 
does not deal with that. 

So UNCITRAL, which is the UN organization that came up with 
Chapter 15 in the first place, and the European Union, and people 
in those entities, are today exploring, and there is a lot of talk 
about how do we deal with corporate groups on an international 
level. 

And I do not know frankly whether anyone in the United States 
is sort of on board with that discussion. But the discussion is going 
forward, and I would hope and I think that as that moves forward, 
I think you are going to start to see an international consensus 
growing, at least on a procedural way, to deal with some of these 
issues from a cross-border perspective. 

Mr. Marino. Thank you all very much. I could talk with you for 
hours, but I am sure that you folks have important things to do 
as well. But thank you very much, and I yield back. 

Mr. Bachus. Thank you. Listening to the testimony, I had writ- 
ten several things down. And the second thing I wrote down was 
international institutions during the testimony, and then Mr. 
Marino went into that. I was actually thinking I might want to 
move that up to number one, and I think this discussion has gotten 
around it. 

When we talk about SIFIs, we are talking about international in- 
stitutions. I am not sure we knew that before 2007, 2008, Members 
of Congress, but we sure did after that because with AIG, you had 
a British subsidiary that caused all the problems. The insurance 
business was fully reserved, so bailout was not of AIG. It was the 
counterparties, and they were paid 100 cents on the dollar. 

And that money went through AIG within a matter of hours. It 
went to the counterparties. Most of those were in Europe. And then 
many of them then had agreements back with Goldman, had 
agreed to ensure that. So you had the credit default swaps. So you 
had money coming in here, going out there, coming back to the 
United States. And it took literally a year before the public and 
many Members of Congress knew where the money went. 

If you are talking SIFI, you could not possibly have a chapter 
that you used on middle and small or even large companies, and 
these too big to fail. That is another word for that. And, you know, 
there is a big debate here whether or not we are going to allow too 
big to fail or SIFIs significantly. 

There is tremendous debate on does that give them a preference. 
Does that give them an advantage? And of course the regulatory 
agencies are saying, well, we are going to protect them by requiring 
more capital of them. And then they are saying, well, you know, 
that makes us less efficient. So there are all these subplots. 

But sitting here, I believe when it comes to the SIFIs, maybe not 
the only, but the most rational approach would be a Chapter 16 or 
whatever, you know, a chapter for this because Chapter 15 is not 
designed for that. And it is going to be an international agreement 
because there are some that I have disagreed with that say we do 
not need financial institutions that big. Well, they are going to 
exist. They will exist in other countries if they do not exist here. 
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And those are maybe the first choices, but I think they are going 
to exist. 

When it comes to them getting in trouble, there is going to have 
to be an international resolution because if you try to change Title 
11 to fit that, then you are going to have smaller companies. You 
are going to have them structuring different things to fall under 
safe hartor. And you are going to have all kinds of abuses because, 
according to the judge, we are already having some market distor- 
tions or people designing things to take advantage or to get a pref- 
erence when that was not what was intended. 

The second thing I wrote down, and this is sort of reminiscing, 
but the American Securitization Forum, I asked one of the staffers, 
I said, that was about 10 years ago. Find out when their first an- 
nual conference of the American Securitization Forum was because 
I spoke at their first conference, and it was 2004. 

And the reason I went is because Chairman Oxley said, we were 
sitting around, and the Subcommittee Chair of securities. Chair- 
man Oxley, said, do you want to go and speak. And he said, well, 
what would I speak about? And he said, CDOs, and CDSs, and 
mortgage-backed securities. And he said, you know, I do not think 
I want to go. [Laughter.] 

And I had read sort of a book like derivatives for idiots. And so, 
I was able to — what is a credit default swap? I said, well, it is a 
form of insurance. So that one question got me a trip to Arizona 
because we were dealing with things that we really did not know 
what they were. I mean. Members of Congress did not know the 
difference in a CDS and a CDO and a mortgage-backed. 

And if you think about it, the Budget Control Act, 1978, a lot of 
things we now have instruments we did not have then. And 2005 
we may have had them, but I am not sure we knew we had them, 
and we certainly did not know how prevalence they were. And the 
OTS who regulated Thrift regulating, they were the regulator for 
the AIG. And they may have been the least qualified, and I do not 
mean that in a bad sort of way. 

I will say this. Dodd-Frank, half of it was written in a 2-week 
period in the Senate. But one thing that we actually in a bipartisan 
way discussed — Chairman Frank, myself, others — we worked on a 
living will. Title I. Does everybody agree that is a good thing? And 
I think that you again, we have talked. I have very little debate 
since then, and everybody agrees that is a good thing. 

But we also, and you have talked about this, another thing I 
wrote down is “panic/stable economic environment.” You know, a 
lot of what works in a stable economic environment in a panic, you 
know, it is a different environment, much of what was done then. 
And I, for instance, received a call from Speaker Boehner, who may 
have been minority leader — no, he was Speaker then — that had I 
lost my mind because I had said we needed to get warrants from 
these institutions. And the his staffer called and said he is saying 
we need to get arrest warrants for these people. [Laughter.] 

And I was talking about warrants, you know, the money that we 
loaned them, which was not an arrest warrant. 

So, you are dealing with Members of Congress who simply on an 
ordinary day are overwhelmed. But on a day like this, we do not 
understand. We were listening, and, you know, to varying degrees 
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we understand what we are talking about. But something this com- 
plex has got to have your institutions and your groups to tell us 
what to do. 

Safe harbor to most of us that have a legal background means 
shielding from liability. That is usually how we consider it. It 
shields us, not that it gives a preference to one asset or one cred- 
itor or one over another. So we are going to need an awful lot of 
guidance on these things. And that is what we are going to depend 
heavily on you for. And I think part of it we may could do this 
year, but when it comes to the SIFI part, it is going to have to be 
some international agreement because, you know, a lot of the 
things that were put in as a safe harbor, the original intent was 
not to allow some of the things that happened. 

But I found everything else said has been very helpful to us. And 
what I think this Congress does best is not when it makes sweep- 
ing changes in a crisis, but if you can come to agreement on a few 
things, it can be done now. Not a reform bill to reform a whole 
thing, but something to address a few specifics. And we might 
could actually accomplish that this year. 

So I am not going to ask any questions. You have answered the 
question that needed to be asked without anybody asking it. But 
if any of you want to make final comments, we would love to hear 
those. 

Judge SoNTCHi. Well, Chairman Bachus, what you said at the 
very end about being able to deal with perhaps discrete items, I 
would take you back to what I talked about, which is amending 
Section 546(e) of the Bankruptcy Code. I think that is not a very 
controversial topic. There are some, you know, bumps about how 
exactly you treat public shareholders, for example. But I think for 
the most part it is not controversial. 

And I think frankly there is an immediate need to deal with that 
safe harbor because as it is being applied now, and we have really 
no choice given how it is drafted, there are people who are direc- 
tors, officers, insiders who are using 546(e) to shield themselves 
from potential fraudulent conveyance liability in private trans- 
actions. 

Mr. Bachus. And that undermines the people’s trust 

Judge SONTCHI. I think so. 

Mr. Bachus [continuing]. When they hear things of that nature. 
And obviously it is not fair to shareholders. It is not fair to credi- 
tors, you know. Anybody else? 

Ms. Vris. Yes. The conference agrees with that, and, in fact, we 
did propose some specific statutory changes to, I think, pretty 
much, in fact, what you are discussing. Judge. And, you know, we 
would be more than pleased to dust that off and work with your 
staff on that. 

Mr. Grosshandler. And the Committee on Safe Harbors, in ad- 
dition to mostly agreeing on changes to 546(e), and the differences 
are in some of the details that are very detailed. There were a 
number of other items where we agreed on things. But when you 
get to issues of the scope of the repo safe harbor, there was a lot 
of disagreement, but there was a lot of agreement on a number of 
things. 
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And I think the process is that the full commission is going to 
take the committee’s recommendations and come out with some- 
thing. But I would he surprised if they did not take the rec- 
ommendations that were pretty much unanimous. 

Ms. Harner. And, Chairman Bachus, I will just add onto that 
the commission would he more than happy to work with the Sub- 
committee in any way that would be helpful. And to the extent that 
there are issues that you would like us to prioritize, certainly let 
us know. And the safe harbor issues may be a starting point. 

Mr. Bachus. Well, obviously. Judge, what you said in your testi- 
mony was disturbing that that is going on, that there are people 
that are sort of insulating or looking out for themselves as opposed 
to the corporation. 

I personally would rather you make the determination of what 
is a priority because you know much more than I do on this sub- 
ject. Now, if it is railroad law, come to me and I will give you some 
advice, but most of it will be 22 years old. 

Mr. Johnson. Well, Mr. Chairman, you told me about that rail- 
road case, and I find those country experiences to be inconsistent 
with your knowledge in this particular area. [Laughter.] 

And so I am perplexed, but I am also intrigued. And I look for- 
ward to our Committee doing some good work in this area. This 
has been a great panel, and I have learned a lot myself. And I real- 
ize that our process often impedes our ability to learn from the pri- 
vate sector, the academic sector, the commercial sectors. And when 
we can take a few minutes to let ourselves question and try to un- 
derstand outside of the 5-minute period that many so rigorously 
adhere to, it gives us a better chance of coming to some sound deci- 
sion making. So I definitely appreciate you. 

Mr. Bachus. Let me say this. In a bipartisan way, the Congress 
was concerned over not following rule of law, you know, not going 
by an established Bankruptcy Code. What Professor Jackson — I am 
not saying yes, yes, yes. You know, this is the preferred method. 
This is rule of law. This is precedent. This is people. There is pre- 
dictability. There are all these things, the transparency. It is not 
politics or somewhat insulated, I mean, I think, to a great extent. 
And you would really be doing, I think, a great service to the 
American people because if this issue is not resolved, I mean, then 
there is going to be an outcry from the American people to do 
things that I think would damage our free market system and our 
capitalism, and would be damaging to our financial system. 

What you are saying is people are beginning to think, well, the 
government owns the banks anyway, which I hope that is not the 
case. But I can understand exactly what you meant. And so, you 
would be doing a great service, even if we were able to make a few 
changes to the things that most all of you agree with. And we 
would have a much greater likelihood of enacting some law this 
year. So I think this hearing is adjourned. 

But I think your testimony has been excellent. The interchange 
between the panel I think has been most helpful. And where you 
can reach a reasonable consensus, if you can do that, I think we 
can do our part. 

So thank you very much, and this concludes today’s hearing. I 
thank all the witnesses for attending. 
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Without objection, Members will have 5 legislative days to sub 
mit additional written questions for the witnesses or additional ma 
terials for the record. 

This hearing is adjourned. 

Mr. Johnson. Thank you, Mr. Chairman. 

Voices. Thank you. 

[Whereupon, at 6:28 p.m., the Subcommittee was adjourned.] 
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Prepared Statement of the Honorable John Conyers, Jr., a Representative 

in Congress from the State of Michigan, and Ranking Member, Com- 
mittee on the Judiciary 

This is the second hearing examining whether current law would adequately ad- 
dress the insolvency of a significant financial institution given what we learned from 
the near collapse of our Nation’s economy just five years ago. 

As we consider this issue, it is critical that we keep in mind exactly what pre- 
cipitated the Great Recession. 

Basically, it was the regulatory equivalent of the Wild West. 

In the absence of any meaningful regulation in the mortgage industry, lenders de- 
veloped high risk subprime mortgages and used predatory marketing tactics that 
targeted the most vulnerable by promising them that they could finally share in the 
Great American Dream of homeownership. 

This proliferation of irresponsible lending caused home prices to soar even higher, 
ultimately resulting in a housing bubble. 

In the absence of any meaningful regulation in the financial marketplace, these 
risky mortgages were then bundled and sold as investment grade securities to 
unsuspecting investors, including pension funds and school districts. 

Once the housing bubble burst, the ensuing 2008 crash stopped the flow of credit 
and trapped millions of Americans in mortgages they could no longer afford, causing 
vast waves of foreclosures across the United States, massive unemployment, and 
international economic upheaval. 

And, to this day, we are still dealing with the lingering effects of the Great Reces- 
sion of 2008 in the form of a sluggish national economy, neighborhoods blighted by 
vast swaths of abandoned homes, and municipalities struggling with reduced reve- 
nues. 

As I noted, this is the second hearing at which this Subcommittee is exploring 
how the Bankruptcy Code could be improved to deal with systemically significant 
financial institutions. 

Indeed, the Committee and Subcommittee combined have held 23 hearings since 
the last Congress on various anti-regulatory matters and measures that have abso- 
lutely no hope of becoming law. 

But when it comes to examining how the bankruptcy law can better accommodate 
the needs of consumers and municipalities struggling with financial distress, the 
Subcommittee has not held a single hearing on any of these critical issues: not dur- 
ing the last Congress and not during the current Congress as of this date. 

And, these are not frivolous issues. They include, for example: 

• exploring ways to give homeowners who are victims of predatory lending re- 
lief from excessive mortgage interest rates and hidden “gotcha” penalties; 

• determining how to provide relief to well-meaning students ensnared by prof- 
it-driven schools and private educational loan lenders into obligations they 
will never be able to repay; and 
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• conducting a long-overdue examination of the various ways how Chapter 9 of 
the Bankruptcy Code, which deals with municipal bankruptcies, could be im- 
proved. 

Accordingly, I implore the esteemed Chairman of Subcommittee to focus on these 
other issues that are more than equally deserving of being considered before the end 
of the current Congress. 

Finally, as one who was here during the consideration of the 2005 amendments 
to the Bankruptcy Code, I can attest that measure illustrates just what happens 
when special interests control the legislative process. 

One of the issues that will be addressed at this hearing is whether the expansion 
in 2005 of the Bankruptcy Code’s safe harbors for derivatives — in the aftermath of 
the Great Recession — may have, in fact, contributed to the Nation’s near economic 
collapse. 

Over the course of prior hearings, we have learned how these derivative safe har- 
bors not only destroyed billions of dollars of value in the Lehman Brothers bank- 
ruptcy case, but how the precipitous collapse of that entity nearly froze the Nation’s 
financial marketplace. 

As I recall, these safe harbors were included in the 2005 law at the special insist- 
ence of the industry, which later was very much traumatized by them. 

I would hope that this could be at least one area where there may be the potential 
for bipartisan resolution. 

In particular, the National Bankruptcy Conference has a number of thoughtful 
suggestions about how we can restore the original intent of these safe harbors, 
namely, to protect the stability of the financial marketplace not the bottom lines of 
private parties. 

For example, the Conference recommends: 

• closing the financial contract loophole that allows creditors to foreclose collat- 
eral consisting of the debtor’s operating assets; and 

• limiting recourse for settlement payments that otherwise constitute construc- 
tive fraudulent transfers. 

Accordingly, I look forward to hearing the testimony from our witnesses about 
these and other recommendations to improve the bankruptcy process. 
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1. Setting the Bankruptcy Code aside for a moment, are there any practical 
differences between a warehouse secured loan and a master repurchase 
agreement? 

The primary' distinguishing characteristic betw'een a warehouse secured loan 
and a master repurchase agreement is that warehouse loans are secured loans 
where the uirderlying mortgage is the collateral. As such, they are subject to the 
long standing law regarding security' interests and tend to be issued by' large 
institutional (and regulated) banks. In a repurchase agreement, on the other hand, 
the mortgage is actually' sold to the counter party' and there is an obligation to 
repurchase that mortgage at a future date. There is no formal legal mechanism 
governing the parties' relationship as there is with secured lending. Finally', while 
repurchase agreements often involve institutional banks, much of the lending is 
with non-traditional lenders such as hedge funds or special purpose entities that 
are not part of the banking system. This is often referred to as "shadow banking" 
and it takes place outside of the regulations and protections that govern banking. 

2. Is it possible that the existing safe harbors could cause mortgage originators and 
other mortgage market participants who use repurchase agreements to be more 
sensitive to market events? In other words, by allowing repo counterparties to 
quickly grab collateral, could that cause or accelerate the bankruptcy of an 
otherwise solvent entity? 

Yes, I believe that the existing safe harbors make mortgage originators and 
other mortgage market participants who use repurchase agreements to be more 
sensitive to market events. In an upcoming article entitled Rolling Back the Repo 
Safe Harbors that I have co-authored with Prof. Mark J. Roe of Harvard Law 
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School and Edward R. Morrison of Columbia Law School, we address this issue in 
detail.! 

Briefly, proponents of the use of repurchase agreements for mortgages argue 
that they increase the liquidity of what is otherwise an illiquid asset. But, hquidity 
does not come for free. The safe harbors enhance liquidity in repurchase 
agreement markets by' reducing liquidity in other markets, especially markets for 
traditional, long-term lending. Because safe harbor benefits are available for some 
kinds of financing (repurchase agreements, which are largely short-term credit 
facilities) but not others (traditional, longer-term lending; other shorter-term 
markets like asset backed securities), the Bankruptcy' Code is implicitly 
subsidizing some markets at the expense of ofhers.^ Liquidity is shifted from one 
market to another. In the process, the safe harbors arbficially distort the capital 
structure of financial institutions toward less stable, run-prone financing. 

The safe harbors encourage less stable financing for our largest and most 
important financial institutions, making it more likely' that a stressed institution 
will need to liquidate in a costly way. Those who might be prepared to lend long- 
term to an important financial institution would, all else equal, be induced by' the 


^ The? drli( 1(1 is scheduk'd to b(i published in the* next issue* of The Busin(‘ss Lawy(‘r . I din happy to forwdrd 
a copy^ to the Committee upon its publication. The following brief response is drawn from the upcoming 
article. 

- In the (‘vent of financial failure, non-safe-harbored creditors (ofU'ntimes longer-term creditors) will lx* less 
likely to be paid immediately, while safe-harbored creditors (oftentimes shorter-term creditors) are 
permilLed to immediately liquidate collaLeral — this thereby^ contributes to a market preference for safe- 
harbored debt over non-safe-harbored funding, all else equal. 
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safe harbors to lend short-term (^ha repurchase agreement) and roll over that 
repurchase agreement on a regular basis. They are then incentivized to decline to 
rollover (to run) in the event of a financial crisis or in the event of financial 
difficulty wnth the borrower. The result can be disastrous for a borrower. As most 
repurchase agreements are for less than 90 ciays with many limited to thirty days, 
a mortgage originator can see its entire source of financing dissipate in weeks. 
Moreover, most repurchase agreements allow the counterparty to put the 
repurchase agreement back to the mortgage company in the event of a default, 
including the termination of other repurchase agreements. The "run" on the 
mortgage companies can be shortened from weeks to days. Indeed, this is exactly 
what occurred in the American Home Mortgage case. 

a. Could the same principles be applied broadly to other markets such that 
safe harbors have the potential to cause instability in the market 
generally? 

Yes, the safe harbors have the potential to cause instability in the market 
generally. As drafted, the safe harbor for repurchase agreements is not limited to 
mortgages. For example, it can apply to corporate bonds and equit)^ securities. 
The same problems relating to mortgages applies to those securities. 

In our upcoming article, we argue that the safe harbors should be narrowed to 
protect only repurchase agreements inyolying highly liquid securities backed by 
the full faith and credit of the U.S. government, including Treasuries and some 
agency securities (e.g., those guaranteed by Girmie Mae). This category amounts 
to about half of the outstanding securities in the repurchase agreement market so 
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it is not small. Repurchase agreements on other collateral — such as private 
mortgage-backed securities, equities, bonds, and Agency securities that lack the 
backing of the United States' full faith and credit— should not receive safe harbor 
treatment. 

3. Near the conclusion of the hearing, it appeared that all of the witnesses were in 
general agreement regarding a proposed amendment to the Bankruptcy Code 
that would address concerns raised in yoirr testimony regarding section 546(e) 
of the Bankruptcy Code. To what degree does similar consensus in support of 
such an amendment exist in the wider bankruptcy community? To this end, any 
feedback and input you have on developing a solution to these concerns as the 
Committee looks at these issues would be appreciated. 

While 1 believe that there is a general agreement in the wider bankruptcy 
community that section 546(e) as applied is overly broad and should be amended, 
that belief is not universal. More vexing, howev^er, is that there is not a broad 
consensus among those who believ^e amendment is appropriate as to the proper 
scope of the section 546(e) safe harbor. 1 believe virtually all members of the 
bankruptc}^ community agree that financial intermediaries such as clearing houses 
should be protected in connection with public transactions. Holding aside the 
distinct minoriW that believe the statute is fine as is, however, there is sharp 
disagreement over what other parties and what type of transactions should and 
should not be protected. For example, some believe that in transaction involving 
the public securities markets that all parties, including the ultimate recipients of 
otherwise avoidable transacUons, should be protected w'hile others have called for 
limiting the safe harbor in those transactions to parties that have acted in good 
faith. Also, some beheve that private transactions should be completely outside 
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the safe harbors while other call for the protection of intermediaries even in private 
transactions. 

As a practical matter, 1 think the Committee shouki not act prior to the issuance 
of the upcoming report of the American Bankruptcy Institute's Commission to 
Stuciy the Reform of Chapter 11.^ The Commission is charged with reviewing a 
broad range of topics related to Chapter 11, including the safe harbors. Indeed, 
the Commission formed a Committee on Financial Contracts, Derivatives and Safe 
Harbors upon which I served. Our Committee made confidential 
recommendations on various safe harbor topics, including the amendment of 
section 546(e). The Commissioners represent a wide variety of members of the 
bankruptcy community and I expect their recommendations to be broadly 
supported by most of the community^ 

Once the Commission has issued its report, I think the Committee should 
consider working with the National Bankruptcy Conference to draft legislation 
adopting those recommendations, which would possibly include amendment to 
section 546(e). The end result of this process should be legislation that is carefully 
considered and broadly supported. 

4. Would the judicial system be better equipped to deal with the resolution of a 
systematically important financial institution than a federal regulatory agency 
such as the FDIC? 


^ I believe Ihe Commission is scheduled lo issue its report in December, 2014. 
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This is a difficult questiou. The short answer is that it depends. If the goal is 
to quickly transfer the assets of the financial institution to another financial 
institution on a "where is, as is" basis then the regulatory agency is better 
equipped. Indeed, the FDIC regular^ performs this task w'ith failed banks. 
Importantly, in such situations the regulatory agency is able to act much more 
quickly than the bankruptcy court 

However, if the financial institution is seeking to reorganize or to sell some but 
not all of its assets I think the bankruptcy court is better suited. This is particularly 
true if there are disputes that need to be resolved prior to or in concert with a sale 
or reorganization. The tools and protections of the Bankruptcy Code w'ork well in 
such situations and large firms are routinely sold or reorganized in bankruptcy 
court. 

5. Is the ability to access new capital for liquidity essential to a bankruptcy regime 
designed to resolve a systematically important financial Institution? 

Yes, the access to new capital for liquidity is essential for a systematically 
important financial institution (or SIFl) to reorganize in a bankruptcy regime. 
Indeed, no debtor can survive in bankruptcy for long without access to capital 
through either existing channels or through new lending. 

One of the primary problems with repurchase agreements is that they provide 
liquidity on a pre-petition basis but, as a result of tire safe harbors tlral allow tire 
post-petition termination of the agreements, the liquidity disappears upon the 
bankruptcy filing. When a debtor, including a SIFI, is a party' to secured loans 
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liquidity may continue to exist on a post-petition basis. For example, a debtor may 
still have access to the loan or line of credit provided it can provide adequate 
protection to the lender. 

While being a party to secured loans is no guarantee that a SIFl can reorganize 
or sell its assets in an orderly fashion in Chapter 11, a debtor who has financed its 
operations through repurchase agreements faces an almost impossible hurdle to 
reorganization. 

Christopher S. Sontchi 
U.S. Bankruptcy Judge 

Augusts, 2014 
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Questions for the Record submitted to Seth Grosshandler, Partner, 
Cleary Gottlieb Steen & Hamilton LLP, New York, 1^* 


Questions for the Record from 
Mr. Conyers 

for the Hearing on “Exploring Chapter 11 Reform: 

Corporate and Financial Institution Insolvencies; Treatment of Derivatives” 

March 26, 2014 

Questions for Mr. Grosshandler 


1. Would the judicial system be better equipped to deal with the resolution of a systemically 
important financial institution than a federal regulatory agency such as the FDIC? 

2. Is the ability to access new capital for liquidity essential to a bankruptcy regime designed 
to resolve a systemically important financial institution? 


"'"The Subcommittee had not received a response to these questions at the time this hearing 
record was finalized and submitted for printing on September 25, 2014. 
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Questions for the Record from 
Mr. Conyers 

for the Hearing on “Exploring Chapter 1 1 Reform: 

Corporate and Financial Institution Insolvencies; Treatment of Derivatives” 

March 26, 2014 

Questions for Ms. V'ris 

ANSWERS PROVIDED BELOW FOLLOWING EACH QUESTION 


1 . Mr. Grosshandler says that the “Bankruptcy Code safe harbors serve a vital role In 
promoting systemic stability and resilience, have significantly increased the availability 
to end-users of derivatives and repurchase agreements and the liquidity of these 
transactions and related assets, have reduced the cost of transactions to end-users and 
have decreased the cost of financing to issuers of assets.” 

What is your response to this statement? 

Response : The Capital Markets Committee of the NBC has supported the existence of 
safe harbors for certain financial contracts such as derivatives and repurchase agreements. 
It recognizes that the provisions are intended to provide a high degree of certainty to the 
capital markets and to minimize systemic risk to the capital markets by allowing 
settlement to continue across a broad spectrum of the capital markets, including securities 
clearance and payment systems. The NBC has noted, though, that the existing safe 
harbors go further than is necessary to achieve this and has recommended various 
changes over the years to narrow the breadth of the safe harbors. We have not studied the 
effect the safe harbors have on the cost of financing and transactions. 

2. From Judge Sontchi’s testimony, it appears that the immediate closeout of mortgage 
repurchase agreements in the American Home Mortgage bankruptcy case effectively led 
to fire sale prices for these assets. 

Do you agree with Judge Sontchi that the Bankruptcy Code’s safe harbors should 
not apply to illiquid assets such as mortgages? 

Response : The NBC has observed that with inventive structuring, many types of 
commercial financing can be protected by the safe harbors. Previously, the NBC has 
recommended that the safe harbors be modified so that ordinary operating assets of a 
debtor securing obligations would be protected by the automatic stay and the obligations 
not included in the safe harbors, it is my view that this position was not driven by the 
liquid or illiquid nature of the assets. Instead, the NBC has recognized that the safe 
harbors are inconsistent with bankruptcy principles of fairness and collective action but 
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are necessary to protect the capital markets and that the scope of the safe harbors should 
therefore go no further than required to provide that protection. 

With respect to mortgages, the NBC has noted that repurchase agreements covering 
mortgages present a difficult situation: the borrower’s entire business could be funded 
through financing which would be protected by the safe harbors and therefore, the 
automatic stay could do nothing to preserve the going concern value for the benefit of 
creditors. The situation 'm American Home Mortgage, Inc., 379 B.R. 503 (Bankr. D. 
Del. 2008) was noted specifically. The NBC does not have a specific recommendation, 
although the only companies 1 personally am aware where this has been an issue, other 
than ones involving financial institutions, were all in the mortgage origination business. 


3. Judge Sontchi states that Bankruptcy Code section 546(e) “should not protect settlement 
payments or other transfers with respect to the beneficial owners of privately placed debt 
securities or of equity securities of a closely held entity.” 

What are your thoughts about this observation? 

Response : The NBC agrees with this. 

4. What are some of the benefits of a single point of entry for a systemically important 
financial institution? 

Response : 

Single of point entry as a resolution mechanism for systemically important financial 
institutions takes advantage of the holding company structure commonly used in the US. 
Depending on how it is implemented, it can immediately subordinate the unsecured debt 
at the parent structurally to new debt at the new bridge company and potentially put 
control of the operating entities in the hands of a third party and away from both existing 
management and the creditors at the parent. The approach assumes a holding company 
structure. 


5. Is the ability to access new capital for liquidity essential to a bankruptcy regime designed 
to resolve a systemically important financial institution? 

Response : Yes. There may be difference of opinion as to whether any of it needs to be 
advanced or drawn on, but the Conference is of the view that the availability of some 
facility will be necessary at a minimum to instill confidence at the subsidiary level. The 
expectation is that the need will be of even greater importance to the extent there are 
regulated foreign subsidiaries or a broker dealer. For regulated foreign entities, the 
regulators may not have the confidence necessary not to seize the regulated institution 
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once some single point of entry resolution begins, but liquidity at the bridge company 
may give them a sufficient degree of confidence in the process to wait. Likewise, at 
broker dealers, which lack access to the discount window and are dependent on short 
term financing, their lenders may lack sufficient confidence to roll over their exposure 
without some credit support from the parent. Even with credit support, the lenders may 
insist on being refinanced. These concerns assume there is no merger or acquisition by a 
stronger financial institution of the operating subsidiaries all prepared and approved by 
the regulators by the time the filing is public. 

Note : In my response, 1 assume that by the phrase “capital for liquidity”, you are 
referring to liquidity, i.e., funds to pay obligations, which can be provided either by 
borrowing money on a secured or unsecured basis or by new equity. To the extent the 
question may also include whether recapitalization is necessary at the operating 
subsidiaries, I would say that, unlike liquidity, this depends on the circumstances, but the 
single point of entry is designed to provide immediate recapitalization of the institution 
on a consolidated basis by the subordination of liabilities at the parent, as I described in 
answer to the previous question 

Professor Jackson argues that there is no need for government funding under his 
bankruptcy proposal for systemically important financial institutions. 

What are your thoughts about his argument? 

Response : The NBC has not taken an official position on this important issue. The 
question will be how much is needed to restore the confidence of the market and the 
foreign regulators. In one sense, the response could be no amount will be adequate 
unless it comes from the government with the implicit promise of more if needed; I 
believe some of our members would respond in this manner. However, speaking for 
myself, 1 have noted an absence of any public studies estimating what might be necessary 
in the event of a single point of entry resolution of a truly large and global systemically 
important financial institution (to my knowledge, at least). Without at least this 
infonnation, examined assuming there is some stay for qualified financial contracts here 
and abroad, I would not know how to assess whether there is even sufficient availability 
at any given time in the capital markets to provide the necessary funding on some basis. 

Note : As with the prior question, this response assumes you are asking about the need for 
the government to provide the liquidity which will be necessary to stabilize the bridge 
company and markets as they react to the news of the bankruptcy filing. 1 believe in his 
Statement, Professor Jackson has distinguished between recapitalization, which occurs by 
the structural subordination 1 referred to above in response to question 4 without 
government assistance, and funding for the liquidity needs of the bridge company. With 
respect to the latter, in his written testimony, 1 understood him to be hesitant to predict 
whether only the federal government could provide the liquidity. (See Jackson, 

Statement, notes 21 and 24.) 
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7. Would the judicial system be better equipped to deal with the resolution of a systemically 
important financial institution than a federal regulatory agency such as the FDIC? 

Response : 1 understand this question to be with respect to a resolution process at the 
parent and not at one of the regulated entities, where the regulators already have the 
authority to seize the institution Although we have not addressed the issue framed so 
clearly, we have discussed and understood that speed is the key to preserving value at a 
systemically important financial institution once the decision has been made to put it 
through some form of resolution process. Bankruptcy courts can and have acted quickly 
when necessary to stop value erosion at troubled companies. In the Lehman cases, the 
bankruptcy court approved the sale of its invesnnent banking business to Barclays in the 
first week of the bankruptcy. Yet even that may not be speedy enough if fundamental 
business decisions must be made over a weekend when markets are closed. On the other 
hand, any collective resolution process requires asset recovery and a claims dispute 
mechanism. These do not require the same speed, and the judiciary is obviously well 
equipped to handle both. It is therefore no surprise that over the past several years, when 
we have examined the various changes to the Bankruptcy Code parties have proposed to 
accommodate and implement the single point of entry resolution, we have ultimately 
decided that if the process is judicial, and if extraordinary relief is required immediately 
to serve the public interest, then there needs to be some regulatory involvement as well, 
probably more than has been proposed. We have not examined whether the reverse is 
true, that is, whether a regulatory process alone is better than a process involving both. 
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Questions for the Record from 
Chairman Bachiis 

for the Hearing on “Exploring Chapter 11 Reform: 

Corporate and Financial Institution Insolvencies; Treatment of Derivatives” 

March 26, 2014 

Questions for Professor Jackson 


1 . Does the “single point of entry” approach utilized in your subchapter V proposal address 
concerns related to international regulatory cooperation? If so, could you please explain how 
the single point of entry approach would address international issues? Is your view related to 
the single point of entry’s approach held by others? If so, who else shares your view? 

The “single point of entry” approach in the draft bill proposing a subchapter V of Chapter 1 1 
to the Bankruptcy Code attached to my written statement does not, directly, address issues of 
international regulatory cooperation. This is very difficult, if not impossible, to do in a U.S. 
statute. Rather, there is a growing international consensus, at least in Europe as well as in the 
U .S., that “single point of entry” approaches — whether they be done in the fashion as 
proposed by the F.D.l.C. in the U.S. or through various forms of “bail-in” being proposed in 
Europe, is the appropriate resolution mechanism. See Federal Deposit Insurance Corporation 
& Bank of England, Joint Paper, Resolving Globally Active, System! cally Important, 
Financial Institutions (Dec. 10, 2012), available at 

httr>:.’‘7 www.bankofenitland.co, u k/puhlications/Docii rne nts.tnew s /20 ! 2/’nrl 5 6.p df (j oi ntl y 

proposing the single-point-of-entry approach). That is the important first-step towards 
necessary governmental cooperation in terms of ensuring that a resolution involving a “single 
point of entry” commenced in the country where the holding company resides will not be 
undermined by differing regulatory approaches to the operating subsidiaries in other 
countries. Indeed, this cooperation will be as necessary in the case of the resolution of a 
global financial institution by the F.D.l.C. under Title 11 of Dodd-Frank as it would be in any 
subchapter V of Chapter 1 1 resolution; the issues are identical. (The one possible difference 
would be in greater regulatory “comfort” with U.S. regulators, rather than judges, although 
this could be mitigated, if not eliminated, by strong regulatory support of a bill such as 
subchapter V of Chapter 1 1 .) 

2. Are there elements of the “single point of entry” approach that require international 
cooperation, and have there been any developments by international regulatory authorities to 
address these issues? Does Article 85 of the December 18, 2013 European Council directive 
address any of these issues? 

See my answer to Question 1, above. The most important aspects of the single point of entry 
approach requiring international cooperation has to do with ensuring that “runs” do not occur 
at the operating subsidiary level, if the operating subsidiary is located in a foreign 
jurisdiction. While the draft subchapter V bill has provisions stopping counterparties on 
qualified financial contracts from terminating their contracts based on cross-default clauses 
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(involving the holding company) or based on change-of-eontrol provisions, these provisions 
will not apply extraterritorially. In my view, it is here where the greatest international 
cooperation is necessary. European and U.S. regulators have asked ISDA to amend its 
standard contracts so as to reach this result; while a promising start, resolving this concern 
may, in my view, require regulatory cooperation, rather than just an ISDA standardized 
contract. 

Article 85 of Council of the European Union, Proposal for a Directive of the European 
Parliament and of the Council Establishing a Framework for the Recovery and Resolution of 
Credit Institutions and Investment Firms, is a major step in the direction of international 
cooperation because, similar to Chapter 15 of the U.S. Bankruptcy Code, it will allow a 
European regulator to “recognize” (i.e., make enforceable under European law) the FDIC’s 
exercise of powers under Title 11, although this would need to encompass thejudiciary’s 
powers under the provisions of the Subchapter V bill as well. As importantly. Article 60a of 
the Council of the European Union directive gives European resolution authorities the 
powers to support a single point of entry strategy initiated in the U.S., including the power to 
override cross-default rights of counterparties to European contracts. 

3. Near the conclusion of the hearing, it appeared that all of the witnesses were in general 
agreement regarding a proposed amendment to the Bankruptcy Code that would address 
concerns raised in Judge Sontchi’s testimony regarding section 546(e) of the Bankruptcy 
Code. To what degree does similar consensus in support of such an amendment exist in the 
wider bankruptcy community? To this end, any feedback and input you have on developing 
a solution to these concerns as the Committee looks at these issues would be appreciated. 

It is my understanding that there is broad support for an amendment along the lines proposed 
by Judge Sontchi with respect to Section 5466 of the Bankruptcy Code in the broader 
bankruptcy community. However, this question is best addressed to the other panelists, who 
come from two of the most important national bankruptcy organizations. 

Questions for the Record from 
Mr. Conyers 

4. If a system! cally important financial institution was able to guarantee that it would be able to 
repay the federal government for a loan with interest and that it would provide collateral to 
the government to secure the loan, would you oppose this transaction even if it enabled the 
debtor to complete its financial resolution in an orderly fashion without disrupting the 
financial marketplace? 

I, personally, would not oppose the identified transaction. I am the co-author of a Bipartisan 
Policy Center report, “Too Big to Fail: The Path to a Solution” (May 2013), that (a) draws a 
distinction between capital and liquidity, see pp. 46-50, and supports access to a temporary, 
fully-secured liquidity facility that is structured “to comply with the traditional safeguards for 
lender-of-last-resort facilities announced by Walter Bagehot in his classic 1873 book on 
central banking .... Under Bagehot’s rules, extensions of credit under lender-of-last-resort 
facilities must only be made to solvent entities on a fully secured basis at above-market cost.” 
Id., p. 67. I believe that even fully solvent entities, such as a bridge company following a 
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section 1185 transfer under the draft subchapter V bill, can suffer runs — as there is strong 
evidence that runs occur not just on troubled banks — or otherwise lack liquidity, particularly 
if it is in the context of a broader market-concern with the financial system. 

5. How does your proposal differ from Senator Cornyn’s chapter 14 bankruptcy bill, S. 1861, 
the “Taxpayer Protection and Responsible Resolution Act”? 

The substance of the tw-o bills are very similar. One, of course, proposes a new chapter to the 
Bankruptcy Code (Chapter 14) wfith the other proposes a new subchapter (V) to the existing 
Chapter 1 1 of the Bankruptcy Code, but this is not a substantive difference. While there are 
a number of other differences (such as whether involuntary petition appeals go to the district 
judge or to a court of appeals panel), the heart-and-soul of the two are very much aligned, 
and both point to the same end — the successful implementation of a “rapid recapitalization” 
via a transfer to a bridge company of all assets and liabilities (other than capital structure 
debt), so that the bridge company will be rendered solvent and able to proceed on its own, 
and provisions (such as stays on termination rights) designed to make this happen. Senators 
Cornyn’s and Toomey’s bill, S. 1831, of course has provisions regarding repealing Title 11 
and explicitly prohibiting access to Federal Reserve Bank funds that the draft subchapter "V 
bill, which is focused exclusively on the Bankruptcy Code itself, does not. 
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Questions and Responses for the Record from 
Chairman Bachus 

for the Hearing on “Exploring Chapter 11 Reform: 

Corporate and Financial Institution Insolvencies; Treatment of Derivatives” 

March 26, 2014 

Onestions for, and Responses from. Profes sor Michelle M. Harner 


Question No. 1; 

What arc some of the reasons that have been submitted to the ABI for the reduction in stand- 
alone reorganizations? 

Response No. 1: 

In general, witnesses before the ABI Commission to Study the Reform of Chapter 1 1 (ABI 
Commission) have commented on two perceived trends in chapter 1 1 practice: a decrease in 
stand-alone plans of reorganization and an increase in the use of section 363 of the Bankruptcy 
Code to facilitate quick sales of all or substantially all of a company’s assets.* Although largely 
anecdotal in nature, the testimony as a whole suggests that companies often do not have the 
liquidity or postpetition financing necessary to fund a more traditional plan of reorganization 
process. This fact then leads the company to a section 363 sale process or results in a dismissal 
or conversion of the case radrer than plan confirmation. In addition, if the company is able to 
secure postpetition financing, the terms of that facility may include milestones or covenants that 
require the company to pursue a sale proce.ss. 

A company’s lack of liquidity may result irom a variety of factors, including a delay in utilizing 
the chapter 1 1 tool and refinancings that increase the company’s overall leverage. Testimony 
before the ABI Commission suggests that a company may delay a chapter 1 1 filing because of 


* See Mark Gittelman, Written Statement to the Commission, November 1 , 2013, available at 
http://commission.abi.org (“Chapter 1 1 is no longer being used for true reorganizations in the manner it 
was envisioned when originally enacted. Now the ’normal’ ch^ter 1 1 leads either to a fairly quick 
[section] 363 sale or to a forced or orderly liquidation of assets.”); Bryan Marsal, Statement to the 
Commission, Hearing, October 26, 2012 (NCBJ Transcript pp. 15-19), available at 
http://conuniBsion.abi.org (‘There is a gradual erosion of the underlying public principle of the Code 
which was to preserve jobs and maximize value through rehabilitation.”); Gerald Buccino, Written 
Statement to the Commission, November 3, 2012, available at http://commission.abi.org (“Today’s 
problems are even mote daunting than the economic landscape faced during the creation of the 1 978 
Code. In light of Hic changes that led to BAPCPA, it appeared that debtors simply lost hope of 
reorganizing their businesses, instead opting for Chapter 7. BACPA seems to have impaired the 
rehabilitative goal of bankruptcy by leaving insnffleient time to rehabilitate or fix many bankruptcy 
businesses.”); Kathryn Coleman, Written Statement to the Commission, November 3, 2012, available at 
http://commission.abi.org (“As a result of amendments and changes in the worldview and behavior of 
creditors, the trend appears to be turning chapter 1 1 into an ever-more-efficient system for transferring 
value to creditors, making the ‘fresh start’ of a true reorganization somewhat rare.”). 
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Responses of Prof. Michelle M. Hamer (coni.) 


concerns regarding loss of control in the case and costs associated with the process,^ Some 
testimony also suggests that certain deadlines imposed by the Bankruptcy Code make 
reorganizations under chapter 1 1 more difficult tor companies in certain industries, as well as for 
small and middle market companies.^ Moreover, at several field hearings, participants discussed 
the increased use of secured debt by distressed companies and the impact of this development on 
business bankruptcies. 

Notably, no one factor has been identified as the sole trigger for the changing chapter 1 1 
landscape. Rather, various feetors have been identified as contributing to that change."* 
Moreover, testimony has not definitively established that all of these factors are 
counterproductive in every case. For example, some witnesses emphasize the importance of 
robust credit markets to the restructuring of distressed companies.* Accordingly, the ABT 
Commission is carefully reviewing and considering the entire record from the public field 
hearings and the vast body of research produced by its advisory committees and academics in the 
field. 


Question No. 2: 

fit your written testimony, you state that small and middle market companies are unable to 
effectively use Chapter 11. Could you elaborate on the testimony the ABI has received to date 
on that issue? 

Response No. 2: 

The testimony on small and middle market companies almost uniformly establishes that the 
process is too expensive, litigious, and complicated for these companies. The following witness 
statements are representative of these sentiments; 


^ See John Haggerty, Written Statement to the Commission, April 19, 2013, available at 
http://coiiimission.abi.org (“In the last ten years, there has been an increase in the use of out of court 
alternatives,. -because the process is too time consuming and complexj and as a result, too costly 
^ See Response No. 2 for representative testimony. 

^ The following witness statement is representative of this sentiment: “It is my perception that there are a 
number of factors that have led to the decline in ‘true’ reorganization, including: (i) escalating 
professional fees; (ii) uneerlainty as to the outcome of a Chapter 1 1 case; (iii) inability to secure debtor- 
in-possession or exit financing; and (iv) lower cost alternatives, such as out-of-court restructurings, and 
traditional assignments for the benefit of creditors.” (Jeffrey Wurst, Written Statement to the 
Commission, June 4, 2013, available at http://commission.abi, org). 

^ See A.J. Murphy, Written Statement to the Commission, October 17, 2012, available at 
hllp://conimission.abi.org (“Secured lending is a critical part of the capital markets.... Any movement 
towards allowing courts ‘flexibility’ to disregard secured creditors’ rights in bankruptcy will introduce 
uncertainty and hamper the flow of credit into the marketplace.”); John Greene, Written Statement to the 
Commission, October 17, 2012, available at http://coromision.abi.org (“Access to the capital markets, 
particularly the market for distressed debt, is essential to improving a company’s chances of reorganizing 
successfully.”). 
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• “The process of preparing a disclosure statement, obtaining approval of that document, soliciting 
creditor votes and satisfying the numerous requirements to obtain confirmation of tlie plan takes 
time and money. Adding to the costs is the requirement that the Chapter 1 1 debtor pay the costs 
of professional fees incuned by other entities in the case, such as creditor’s committees, 

Provisions offering accommodations for small business debtors have been in the Code for some 
time, but do not appear to have alleviated these problems.” (Hon. Dennis Dow, Written Statement 
to the Commission, April 19, 2013, available at http://commission.abi.arg) 

• ‘The application of the [absolute priority rule] and the so-called ‘new value exception’ to it in 
small to mid-size chapter 1 1 cases proves problematic,,.. There should be consideration as to 
whether small ind mid-sized companies should have the opportunity to reorganize over the 
obj cction of an under-secured creditor who controls the unsecured vote. Perhaps requirements 
should vary depending on the size of the business being reorganized.” (Hon. Barbara Houser, 
Written Statement to the Commission, April 19, 2013, available at http://commission.abi.org) 

• “It's really wudely understood and agreed, 1 think, in the community right now, that Chapter 1 1 
just isn’t cost-effective in the middle market. It doesn’t really provide an opportunity of 
companies to rehabilitate tliemsclvcs.. . . So people believe and I tliink I’m in this category as 
well, diat Chapter 1 1 and the middle market is simply too slow, and it’s simply too costly for 
almost all the cases.” (Daniel Dooley, Statement to the Commission, Hearing, April 19, 2013, 
(ASM Transcript Pg. 37), available at http://cominission.abi.org) 

• “If we wish to preserve smaller businesses that provide the majority of new jobs in our economy, 
bankruptcy legislation cannot be a onc-sizc-fits-all process. Special needs for small businesses 
must be considered in drafting bankniptcy legislation that addresses issues such as the debtor’s 
period of exclusivity, the amount of time to assume or assign leases, and the ability to raise 
capital.” (Gerald Buccino, Written Statement to the Commission, November 3, 2012, available at 
ht^://commission.abi.org) 

• “The 45-day plan-confirmation deadline is unworkable. Data from the 2004 random sample 
demonstrates that in less than 3% of confirmed-plan cases was a plan confirmed within 45 days of 
its proposal. That figure is even more dismal for small business cases; less than 1 % of small 
businesses that confirmed a plan in 2004 did so within 45 days of first-plan proposal. Had 
BAPCPA’s 45-day deadline existed in 2004, 1 12 small business cases would not have confirmed 
apian had debtor’s counsel not sought and the b^ikrupLcy court granted, pursuant to § 1121(e)(3), 
an extension of the 45-day period.” (Prof. Anne Lawton, Written Statement to the Commission, 
November 1, 2013, available at ht^://cormnission.abi.org) 

• “The number of middle market and smaller businesses entering chapter 1 1 and emerging as viable 
enterprises is falling. Administrative costs for plans in middle market and smaller cases are too 
high and as a result, debtors are increasingly relying on numerous alternatives to the traditional 
chapter 1 1 process.” (Prof. George Kuncy, Written Statement to the Commission, November 1, 
2013, available at http://commission.abi.org) 


Question No. 3: 

Near the conclusion of the hearing, it appeared that all of the witnesses were in general 
agreement regarding a proposed amendment to the Bankruptcy Code that would address 
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concerns raised in Judge Sontchi’s testimony regarding section 546(e) of the Baitkniptcy Code, 
To wliat degree docs similar- consensus in support of such an amendment exist in the wider 
bankruptcy coimnrmity? To this end, any feedback and input you have on developing a solution 
to these concerns as the Committee looks at these issues would be appreciated. 

Response No. 3: 

The treatment of financial contracts and derivatives under the Bankruptcy Code is a very 
complex and, in many respects, controversial issue. The ABI Commission recognized this in 
constituting its advisory commiUee on financial contracts, derivatives, and safe harbors, striving 
to enlist the help of judges, academics, and practitioners on all sides of the issue. As evidenced 
by the list of advisory committee members attached here to as Appendix A, the ABI Commission 
believes that it achieved this goal. 

Judge Sontchi’s testimony highlights an important issue in this area of the law. As a general 
proposition, I believe that many judges, academics, and practitioners believe that section 546(e) 
of the Bankruptcy Code has been extended beyond its original legislative purpose of protecting 
the securities transfer system. The ABI Commission and the advisory committee are studying 
these issues carefully and currently are working to identify the scope of these concerns and a 
tailored, effective resolution. They also are working to assess support for any proposed reforms 
in the larger restructuring community. 1 will update the Subcommittee as additional information 
becomes available. 


Question No. 4; 

As you know, the National Bankruptcy Review Commission issued its report and 
recommendations to Congress in 1997, some of which were ultimately enacted in 2005 as part of 
a comprehensive legislative package. 

Is the process that the ABI is using to solicit public input similar to that used by the 1997 
Commission? 


Have all of the Commission’s meetings and those of its advisoiy committees been open 
to the public? 

Response No. 4: 

1 have studied at great length the processes of, and the final reports issued by, the National 
Bankruptcy Review Commission (NBRC) in 1997 and the Commission on Bankruptcy Laws of 
the United States in 1971. 1 believe that the ABI and the ABI Commission are drawing upon and 
learning from each ofthese prior Commission projects. 

Specificaily, with respect to the NBRC, the ABI Commission is using a similar- advisory 
committee structure to imdertake in-depth, substantive studies of broad topic areas. Whereas the 
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NBRC used eight topic working groups, the ABI Commission is using thirteen topic advisory 
committees and an international working group. The thirteen topic advisory committees are: 

• Financing Chapter 1 1 

• Governance and Supervision of Chapter 1 1 Cases and Companies 

• Multiple Enterprise Cases/Issues 

• Financial Contracts, Derivatives and Safe Harbors 

• Executory Contracts and Leases 

• Administrative Claim Expansion, Critical Vendors and Other Pressures on Liquidity; Creation 
and/or Preservation of Reorganization Capital 

• Labor and Benefit Issues 

• Avoidanee Powers 

• Sales of Substantially All of the Debtor’s Assets, Including Going-Concern Sales 

• Plan Issues: Procedure and Structure 

■ Plan Issues: Distributional Issues 

• Bankruptcy Remote F.ntities, Bankruptcy-Proofing and Public Policy 

• The Role of Valuation in Chapter 1 1 

These advisory committees spent ^proximately 18 months researching and discussing a variety 
of issues within their topic areas and submitted study reports to the ABI Commission in 
December 2013.^ Similar to the NBRC, the ABI Commissioners retain authority for addressing 
and deciding each issue, and the ABI Commission is currently engaged in this deliberative 
process. It anticipates producing a preliminary report in December 2014. 

To inform both the work of the advisory committees and the ABI Commission, the ABI 
Commission conducted 16 public field hearings in 1 1 different cities. Each of these hearings was 
open to the public, and the transcripts (and, in many cases, video recordings) are posted on the 
ABI Commission website at www.commission.abi .org . Over 90 individuals have submitted oral 
and/or written testimony in connection with these hearings. In addition, the ABI Commission 
proactively sought out and secured witnesses and forums that would represent the various 
constituents involved in and perspectives concerning the chapter 11 process. For example, the 
ABI Commission held public field hearings at events organized by the National Conference of 
Banknrptcy Judges, the National Association of Attorneys General, the States’ Association of 
Bankruptcy Attorneys, the Association of Insolvency and Restructuring Advisors, the National 
Association of Credit Management, the Association of the Bar of the City of New York, the 
American College of Bankruptcy, the Commercial Finance Association, the Turnaround 
Management Association, and the Loan Syndications and Trading Association. Several hearings 
attracted more than 100 attendees. 

The ABI Commission also worked with the University of Illinois College of Law to organize an 
academic symposium on the role of secured credit in business bankruptcies. Nineteen of the 
nation’s leading bankruptcy scholars contributed to the symposium. The symposium was open to 


® The ABI Commission has deferred the work of the multiple entities and corporate groups advisory 
committee until a later point in the process. 
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the public, and the papers and a video recording of the event are (or will be) posted on the ABI 
Commission’s website. The papers from this symposium also will be published in the Illinois 
Law Review. 

Minutes from the meetings of the advisory committees and the ABI Commission are posted on 
the ABI Commission’s website. The ABI Commission has not made any of its or the advisory 
committees’ working papers or deliberations publicly available. Upon the completion of its 
deliberations, the ABI Commission will issue a report not only setting forth any reform proposals 
but also incorporating relevant materials from the ABI Commission’s and advisory committees’ 
study processes. 

In addition, similar to the process followed by the NBRC, ABI Commissioners are appearing at 
restracturing events throughout the country to discuss and publicize the ABI Commission’s work 
and solicit feedback from affected constituents. To this end, ABI Commissioners will be 
appearing al the following npeoming events: the O’Neill Institute in Cleveland in May, the 
NACM Credit Congress in Orlando in Juno, the Noitheast Bankruptcy Conference in Stowe, 
Vermont in July, among other scheduled public events. The ABI Commission intends to 
continue these outreach efforts even after the issuance of its report in December 2014. 


Question No. 5: 

You note that over the course of the Commission’s work to date, there is a perception that the 
number and speed of asset sales under Bankruptcy Code section 363 has increased. 

Is that a positive or negative development? 

Response No. 5: 

The testimony before the ABI Commission suggests an increase in the number and speed of asset 
sales under section 363 of the Bankruptcy Code. The testimony is not, however, consistent on the 
impact of this development. Some wimesses view the quick section 363 sale as a detrimental 
change that, among other things, strips creditors of their right to vote on the company’s 
restracturing plan and prematurely determines and cuts off the value available to satisfy 
creditors’ claims.’ Here, a repeated concern was the pressure on courts and creditors to assess 
and determine these critical issues with insufficient information and time. Other witnesses 
characterize this development as an effective means to preserve value and limit the costs 
associated with a bankruptcy case.* The ABI Commission is reviewing each of these 


’ See Gerald Buccino, Statement to the Commission, Hearing, November 3, 2012 (TMA Transcript 
Pg- 1 9) available at http://commission.abi.org (”3 63 sales should be delayed so as to improve the value to 
pre-petition creditors. If sales occur too quickly before the rehabilitative process, the yield to the pre- 
petition creditors is diminished.”). 

® See John Scott Victor, Statement to the Commission, Hearing, November 3, 2012 (TMA Transcript 
Pg. 10), available i3rhttp://commission.abi.oi^(“The overwhelming prevalence of section 363 sales is the 
result of good lawyering, market sophistication and efficiency - it preserves jobs and maximizes value.”). 
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perspectives, as well as conducting its own research, to assess the issues and find an appropriate 
balance of the compeling considerations. 


Question No. 6: 

Has the ABI Commission taken into consideration any lessons learned from the experience of the 
National Bankruptcy Review Commission? 

Response No. 6: 

The ABI Commission has studied carefully the work and procedures used by the NBRC. One 
member of the NBRC, Babelte Ceccotti, also serves on the ABI Commission, providing unique 
insight into the earlier experience. There are of course many differences between the ABI 
Commission and the 1 994-97 Commission. The latter employed a reporter, three senior 
advisors, a general counsel, three staff attomeys, one volunteer staff attorney, a legislative 
counsel on detail from the U.S. Department of Justice, a part-time attorney responsible for the 
Commission's computerized database, and two administrative support persoimel — funded by a 
multi-million dollar budget. The ABI Commission operates on a much smaller scope and scale, 
but has attempted to borrow the best practices of the NBRC, including ample public heatings 
with witnesses from a broad cross-section of the insolvency commrmity: attomeys, financial 
advisors, judges, academics, lenders, and others. Although the NBRC was notable for sharp 
disagreements on many issues, particularly in the area of consumer bankmptcy where many 
Commission’s voles were divided 5 to 4, there were several areas on which there was broad 
agreement, such as on cross-border insolvency procedures, provisions for direct appeal of 
bankruptcy court decisions, partnership bankruptcies, mass tort claims, and a number of 
procedures in small business bankmptcics. Several of these recommendations were enacted into 
law as part of the 2005 amendments. The ABI Commission, with its field of vision limited 
largely to chapter 1 1 matters, plans to emphasize consensus recommendations that can form the 
basis for a package of solid reforms to the Bankmptcy Code and Rules. 


Question No. 7: 

You note in your written testimony that there was a general consensus in the Commission’s field 
hearings that chapter 1 1 cases have changed over time, causing an increase in the costs 
associated with chapter 11. 

How have chapter 1 1 cases changed over time? 

How have these changes resulted in higher costs? 

Could costs be more transparent in chapter 1 1 cases? 

How would greater cost transparency help parties in chapter 1 1 cases? 
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Would greater oversight over the chapter 1 1 process help reduce costs? 

Response No. 7: 

The testimony at the public field hearings suggests that chapter 1 1 cases have changed over time 
in a number of ways, including: the use of different and more complex financial instruments; 
fewer traditional banks and more private funds and claims traders holding the company’s debt; 
more and quicker section 363 sales of all or substantially all of the company’s assets; companies 
entering chapter 1 1 with more secured debt and less equity available to support their 
restructuring efforts; and companies having to make certain decisions quicker to accommodate 
deadlines in the Bankruptcy Code or covenants in their lending documents. 

Notably, the existence of this testimony does not mean that all of these changes arc unhealthy or 
unwelcome or that all of them increase the cost of chapter 1 1 . In fact, an increase in costs often 
was cited as an independent change that makes chapter 1 1 more difficult or impractical for 
certain companies, particular ly small and middle market companies. According to the testimony, 
increases in chapter 1 1 costs might arise from the litigious nature of some case and, for small and 
middle market companies, from the process itself — e.g., the disclosure and reporting 
requirements, solicitation requirements, and the expertise often needed to help these companies 
simply understand the complex requirements of chapter 1 1 . Tire following witness statements 
are representative of the testimony the ABI Commission has received on chapter 1 1 costs: 

• “I believe [cost] has been going up. I believe that there is a proliferation of counsel. I believe 
that there is a proliferation of committees, ad-hoc committees that are getting paid fot in certain 
cases. 1 also believe that we often don’t police ourselves. I believe there’s too often unnecessary 
fighting or issues that are raised.” (Bryan Marsal, Statement to the Commission, Hearing, 

October 26, 2012, (NCBJ Transcript Pg 24) available at http://commission.abi.org) 

• “My view is that the perceived Chapter 1 1 deficiencies regarding slow speed and high cost are 
one in the same. The more baud to hand legal combat on issues you have m a case, the slower the 
case progresses and the more expensive the case becomes. It is clear that Chapter 1 1 has become 
increasingly litigious of late.” (Daniel Donley, Written Statement to the Commission, April 19. 
2013, available at http://commission.abi.org) 

• “I believe there are several reasons for the high level of fees. At the onset of a case and 
sometimes even well into it, it is difficult for the judge to decide how many constituencies maj' be 
out of the money. This can lead to a proliferation of committees... The second problem is that 
committees whose clauns are at or near the cusp of worthlessness have every reason to delay the 
case in the hope that the Debtor’s business may turnaround. . . The third problem is the individual 
large creditor or ad hoc group of such creditors who may or may not be on the official committee 
for that class but who in any event play a proactive individual role in the proceeding and 
ultimately seek reimbursement of professional fees based on the argument of ‘substantial 
contribution.’” (Wilbur Ross, Written Statement to the Commission, April 19,2013, available at 
http://conuiiission.abi.org) 

• “The cost of financial advisors in bankmptcy is escalated by every constituency retaining an 
advisor at tire company’s expense. These multiple financial advisors often duplicate each odier’s 
work and duplicate each other’s demands on the company’s finance team which interferes with 
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thcii ability to ran the business. This pain is particularly acute in smaller companies with less 
finance staff. The composition and quantity of professionals and their cost estimates should be 
evaluated at the onset of the case in relation to the size of the case and the company’s cash 
generation.” (John Haggerty, Written Statement to the Commission, April 19, IfM'i, available at 
httpVicommission- abi.org) 

• “Secured lender professional fees are a contributor to the escalating cost of Chapter 1 1. These 
fees seem to be far higher than they were years ago. In many cases, I can only attribute this 
escalation to the increasingly complex nature, size and composition of lender groups where much 
of the cost appears to be related to managing the group, avoiding exposure, and/or dealing with 
dissidents within the group. It is not clear that these incremental costs should be passed on to the 
company. PA’s [fmancial advisors] and attorneys for the secured lenders should be lequhed to be 
more transparent as to billings amount and work performed if their fees are beiug passed through 
to the debtor.” (John Haggerty, Written Statement to the Commission, April 19, 2013, available 
at http://commission.abi.org) 

• “We spend so much time, especially in this district looking at mega cases, it’s nice to have the 
Delphi’s and G.M.’s and it’s nice to be a court of choice for very large cases, but most of us grew 
up handing smaller cases and handling cases in the market that really cannot afford to seek 
protection any longer and there’s somethir® wrong with that system.” (Jet&ey Wurst. Statement 
to the Commission, Hearing, June 4, 201 3 (ABI NYIC Transcript Pg 28), available at 
http://commission.abi.org) 

• Results of survey of members of the “Section regarding Chapter 1 1 practice and experience” of 
the “Bankruptcy Law Section of tlie State Bar of Texas”; “88% of diose responding felt that 
Chapter 1 1 is not utilized as much as in years past because it has become too expensive (and 98% 
of respondents agreed that Chapter 1 1 is more expensive now than 1 0 years ago).” (as reported by 
William Greendyke, Wriaen Statement to the Commission, November 22, 2013, available ul 
http://commisslon.abi.org) 

The ABI Commission has not yet determined the best means for controlling costs and making 
chapter 1 1 more accessible and effective for all companies. It is, however, thoroughly studying 
these issues and is very mindful of the need to address the cost factor associated with the 
chapter 1 1 process. 


Question No. 8; 

You note in your written testimony that the consensus among small and middle-market 
companies was that chapter 11 no longer works for these companies as a result of bairieis like 
cost and procedural obstacles. 

Please describe some of these procedural obstacles. 

Response No. 8: 

Please see responses to questions numbers 2 and 7 above. 
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Question No. 9; 

Would the judicial system be better equipped to deal with the resolution of a systerrically 
important financial institution than a federal regulatory agency such as the FDIC? 

Response No. 9; 

The ABI Commission has not yet focused on the utility of the Bankruptcy Code for resolving 
systemically important financial institutions. To datCj the ABI Commission and its advisory 
committees have concentrated on issues that affect distressed companies in chapter 11 across the 
board. It does, however, intend to study the ability of chapter 1 1 to resolve distressed 
systemically important financial instimtions in connection with issuing its final report. 
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Appendix A 

Financial Contracts. Derivatives, and Safe Harbors Advisory Commiltee 

Lawrence Brandman, LAMCO, LLC (New York) 

Mark C. Elleuberg, Cadwalader Wickersham & Taft LLP (Washington) 
Seth Grossbandicr, Cleary Gottlieb (New York) 

Prof. Stephen Lubben, Seton Hall University School of Law (Newark) 

Prof. Edward Morrison, University of Chicago Law School 
Judge James G. Petdt, U S. Bankruptcy Court (S.D.N.Y.) 

Judge Christopher S. Sontchi, U.S. Bankruptcy Court (D. Del) 

Kimberly Summe, Partner Fund Management (San Francisco, CA) 

Shmuel Vasser, Dechert LLP (New York) 

Prof. Mark Roe, Harvard Law School (Cambridge) 

Eric Waxman, Westcrman Ball (Uniondale, NY) 

Committee Co-chairs: Judge James G. Peck and Seth Grosshandler 
Reporter: Prof Edward Morrison and Eric Waxman 
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